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Mexico’s Balance of Payments: 
Some Tentative Conclusions on the 
Adjustment Process 


By JOHN S. DEBEERS* 


I 


The Balance of Payments 


The purpose of this section is to point out the different 
categories in the Mexican balance of payments and to judge 
their importance relative to the course of incomes and prices 
within the country. The second section of this article en- 
deavors to evaluate the process of balance of payments ad- 
justment in Mexico during 1941-1949. 

To facilitate comparison with Mexican banking data, esti- 
mates of the balance of payments have been used as prepared 
and published by the Bank of Mexico. These calculations 
consider silver as a monetary reserve metal and record gold 
and silver production as receipt items, instead of endeavoring 
to measure their value on passing the border of the country. 
The source for the estimates is the report of the Bank of 
Mexico covering the year 1949.+ The basic figures prepared 
by the Bank have been rearranged and published by the In- 
ternational Fund in International Financial Statistics, e.g., 
Volume III, Number 8 (August, 1950), on the more conven- 


* The opinions expressed in this article are those of the author and 
not necessarily those of the U. S. Treasury Department, where he is 
employed. The article is taken from a dissertation submitted to the 
faculty of The University of Chicago entitled “The Mexican Peso, 
1941-1949.” 

+ Banco de México, Vigésimaoctava Asamblea General Ordinaria de 
Accionistas (México, D. F., 1950); this and other reports of the Bank 
are hereinafter cited by reference to the first two words of the title. 
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tional basis which considers silver as a merchandise trade 
item. An explanation of the procedures followed in prepar- 
ing the estimates appears in a recent article by the Bank of 
Mexico on its balance of payments methodology.’ 

The Role of Foreign Trade. The category of greatest im- 
portance in the balance of payments, as well as the one whose 
fluctuations have been most closely correlated with the over- 
all surpluses or deficits, is foreign trade. On a gross basis 
exports provided roughly 60 to 70 per cent of identified re- 
ceipts in 1946-49 (foreign travel being second, with about 
20 to 25 per cent of the total), while imports accounted for 
75 to 80 per cent of gross payments in those years. Other 
balance of payments factors, in contrast, were relatively 
stable. The average and maximum amplitude of variation 
for all other items, taken together on a net basis, was only 
about half of that for the corrected trade figures. The prin- 
cipal influence on year-to-year total movements of surplus 
or deficit in the balance of payments was clearly merchandise 
trade, as shown in Table 1. 

The Travel Account. Notwithstanding the dominating role 
played for foreign trade in the total of Mexico’s interna- 
tional financial transactions, non-trade items in aggregate 
amount are very important—more so than in any other Latin 
American country except Panama. Travel receipts, especially, 
are of unusual importance. In 1949 the ratio of 27 per cent 
between gross travel receipts and total gross receipts in the 
balance of payments was probably greater than for any other 
country in the world. 

The travel item for Mexico consists of two distinct parts: 
(1) tourists and travelers visiting the interior of the country 
and (2) persons who merely cross the United States-Mexican 
border and visit or carry on business in communities within 
a few miles of the border. The receipts in the latter classi- 
fication, although not substantially less than receipts from 
interior travel, are to a considerable extent offset by corre- 


’ 


1“Balanza de Pagos Mexicana. Metodologia,” in Memoria [de la} 
Segunda Reunion de Técnicos de los Bancos Centrales del Continente 
Americano, II (Santiago: Imprenta Chile, 1950), 122-44. 
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MEXICO’S BALANCE OF PAYMENTS 


TABLE 1 
Foreign Trade and Other Factors Affecting Mexico’s International 
Monetary Reserves, 1940-1949** 
(millions of dollars) 
Change in Merchandise Balance on 
Monetary Trade Invisible and 
Reserve Balance Capital Account 
(1) (2) (1) — (2) = (3) 
1940 + 28 — 33 + 61 
1941 — 2 67 t 65 
1942 + 50 22 + 72 
1943 +148 14 +134 
1944 + 54 80 t-134 
1945 + 93 96 +189 
1946 —118 —271 +153 
1947 —119 —291 +172 
1948 — 62 —170 +-108 
1949 + 26 —125 +-151 
** Source: Banco de México, Vigésimaoctava Asamblea, Table 52, p. 
183. Change in monetary reserve includes changes in value of silver 
held by the public within Mexico, as well as in gold, silver and foreign 
exchange held by official and private banks. 


sponding payments by Mexicans in United States border 
towns. Receipts from interior travel, on the other hand, 
greatly exceed estimated payments made by Mexican resi- 
dents on extended trips outside of the country, and from this 
category arises the greater part of Mexico’s net travel re- 
ceipts. This is illustrated by the following figures for the 
year 1949. 


Interior Travel Border Travel Total 
Gross receipts $100 million $82 million $182 million 
Gross payments 5 million 44 million 49 million 
Net receipts $ 95 million $38 million $133 million 


Summary of the Balance of Payments. Table 2 rearranges 
and summarizes the Mexican balance of payments statements 
as published by the Bank of Mexico. It may be noted that 
capital transfers have largely cancelled out in successive 
years, except for a big outflow of private short-term capital 
in 1946. Monthly data on private short-term capital, how- 


2 Banco de México, Vigésimaoctava Asamblea, pp. 179-80. 
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ever, show short periods when pronounced flights of capital 
occurred and other periods of return flow of this capital. 
It seems likely that the capital flows are inadequately cov- 
ered, but there are so many doubtful areas in the current ac- 
count estimates that it would be unwarranted to assume that 
the sizable net errors and omissions should be attributed 
solely to unrecorded capital movements. 

During the years 1942-1945, inclusive, when the Bank of 
Mexico was acquiring large reserves of gold and dollars, the 
balance of payments shows no capital movement to account 
for the gain. A surplus on current account of $192 million, 
plus unexplained errors and omissions of $152 million, vir- 
tually covers the $345 million increase of monetary reserves 
held within the country. 

In the next three years, 1946-1948, the amounts of gold, 
silver and foreign exchange held in Mexico decreased by 
nearly $300 million. Only a mere $16 million can be traced 
to a net outflow of capital, but this net flow covers a short- 
term capital outflow of more than $50 million, partly offset 
by inflows of net long-term capital (including Export-Import 
Bank loans) and on inter-company accounts. It is obvious, 
nevertheless, that the drain on Mexico’s international re- 
serves cannot be attributed even in large degree to the flight 
of capital. The chief explanation lies in the current account 
items, which had a net negative balance of $340 million dur- 
ing these three years; more particularly the explanation is in 
the spectacular rise in the value of imports. 

In view of the key role played by imports, both in causing 
the disequilibrium in 1946-48 and in restoring equilibrium 
in 1949, it may be well to examine monthly trade data during 
1947 and the two following years—the critical period when 
Mexico was first trying to avert depreciation, then was seek- 
ing an appropriate equilibrium exchange rate, and finally, 
having chosen a new rate, was watching its consequences. 

Import Trends, 1947-1949. By the end of 1946 it became 
apparent that special measures would be needed to restrain 
imports, if the exchange rate was to be maintained. The 
decision of the incoming president, Miguel Aleman, was to 





MADTTE 9 


‘I9ATIS JO (Sulpirvo0ysip 
SNUIW pus) ZuUlpivoy snjd ‘waysks Zuryueq ayy Aq ploy esuvyoxs USIO1OJ pu’ ABATIS ‘plod JO osvalovap 10 ISBIIDUT xxx 
“6P6T Ul UOTTTIU OTS 
jO YSIY B poydvel ‘popnyoul ose ‘yqap [BIOYO uo 4sa1oqUI YSnoYyle ‘sJUSWISBAUL YOoOLIp uO syusWAed AT[VdIOUlIg xxx 
‘6h6T Pue LET UL ed1] 
AJ[PAIWVIL V19M ISBaSIP YYNOU-pueR-jooy oy} 4sulVse ustedwed oy} 0} JUSUIUIBAOY S94}V}G popup, 9Y4} JO SuOIyNqI1yU0D 
*saqeyg peyuy, ey} ul A[laeitodwe, sas10qe, uvoxeyy Aq SooURz}IWL Id1el JO osnBvdeq SI Gp-EPEt Ul eSB¥aIOUI OUT, x~ 
‘soyeulljso AtvulUMfeid a1 SaInsy GFE 24} JO 9WOg ‘s[v}0} 0} ppe SABM[B JOU Op SaINsy ‘eyep [VUISIIO WoOAZ Sul 
-punoi jo asneveg ‘get ‘d ‘Zg alqey, ‘va7quvspy vanjoonwmisabi, ‘OdIxXaW[ Op OoURG UL yep pa[ivjop s10ul UO paseg , 
yr lhU6e 6h 6S COUR oe ro + OFIt OS + Eo 86 On eee OOLXOT UTYFTA 
SdAtoseal AavjauOW Ul ssuBYyD 
. -+- > SUOISSIWO PUB SI01Ia JON 


mas 9 iy; fay > oo 8 ok: oe Se 
c— os + sc =- § + Zi— Z2t— strt 62 + 4 = ' ———qunosoe [eyidea uo Jon 


Té + &F wat Wr Se + oo -f0ir Ch 4 aE co + “~qunodde JUeIIND UO JON 
09 GL9 908 8S9 ESP ccé G9 802 LES cot a ae suowked JudtInd [840], 
9T 9T rT 9T bt ol IT L g § ; Se[QISIAUL 19844IO 
Lg 69 ol GV LE o& IP 62 && 82% ; WiySoAUT 
61S L6¢ 6TL GLE ITé GIS Lt 661 céI ee aera “e: ~sqzroduy 

(—) squswAeg yuering 
§€9 0€9 oG9 OPP 88§ 89 SPS 923 L8T “~~ sqdle0at JUaIIND [BO], 
9¢ cP 68 TL v9 Lv 8 L 9 oe Dae, «x SOTQISIAUL I944O 
El vor €8 L8 Tg oV gt &% o& 6G a TE). Lene, 
6h ¥S 6¢ 8P TS 09 09 gg 09 fr uorjonpoid JaaIs pue ploy 
b6E LOPV 83P 62E 912 T&S 923 OST ost 66 art's Se ———— $TOUK GT 

(+) sjdiede1 Jueting 
676T 876T L761 9761 ST6T 7761 &76T o76r I76T Ov6T 
(sxB[[op Jo suorp[iut) 
«6P6T-OP6L ‘SquewAeg jo aouv[eg s,odIxoyy ul sUlezy [edioullg 
@ ATaVL 








6 INTER-AMERICAN ECONOMIC AFFAIRS 


ever, show short periods when pronounced flights of capital 
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hold the existing exchange rate of 4.85 pesos per dollar, and 
this rate was certified to the International Monetary Fund 
as Mexico’s initial par value. Yet the decline of official gold 
and exchange reserves, which had commenced in February 
1946, had brought the total from about $350 million at the 
end of January to only $223 million at the end of December 
1946.* Such a precipitate decline could not be endured for 
long. The immediate source of the disequilibrium was ob- 
vious—an increase of merchandise imports from $330 million 
in 1945 to $543 million in 1946, according to the unadjusted 
statistics (which were the only working data available for 
current use). In the first part of 1947 the disequilibrium 
grew steadily worse. Instead of a reduction of imports, after 
a partial satisfaction of “deferred demand,” the tide of in- 
coming goods rose further, to an annual rate of over $700 
million in the first four months. Far from reflecting the 
traditional seasonal balance-of-payments strength in months 
containing the letter “‘r,” the gold and foreign exchange re- 
serves dropped from $223 million to $172 million in that four- 
month period. 


Accordingly, after a fruitless attempt to curtail imports 
by qualitative credit control, and after consultation with the 
United States under terms of the reciprocal trade agreement, 
Mexico applied import prohibitions on July 11, 1947, to a 
limited list of non-essentials. These prohibitions, and quotas 
on assembly of automobiles, might have been expected to re- 
duce payments for imports by about $80-$90 million a year 
compared to the immediately proceding period. It was real- 
ized that the decree of July 11, 1947, would not become fully 
effective at once, for provision was made to protect merchan- 
dise en route and goods which had been ordered prior to 
May 18, 1947, and it was going to take time to perfect the 
quota arrangements limiting automobile assembly in Mexico. 
Nevertheless, a sharp drop in total imports occurred quickly, 
followed by some recovery in October and December. The 


3 United Nations, Monthly Bulletin of Statistics, I, No. 9 (September, 
1947), 123, 125 and II, No. 4 (April, 1948), 146, 149. 
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monthly average fell from $58 million during January-June 
to $51 million during July-December 1947. 

Gold and foreign exchange holdings, nevertheless, con- 
tinued falling at about the same rate and would have reached 
$106 million at the end of 1947 had it not been for special 
assistance under the United States-Mexican Stabilization 
Agreement. It was hoped then that equilibrium might be 
restored by the increases in customs duties late in 1947 and 
by the continued application of the prohibitions. It was reco- 
gnized, on the other hand, that there were some adverse fac- 
tors, including termination of United States payments of 
about $1 million a week for the slaughter program against 
the foot and mouth disease, and the rapid shrinkage of for- 
eign markets for Mexican cotton textiles, which had been 
valued at $48 million in 1946 and $30 million in 1947. 

The record in 1948 confirmed pessimistic interpretations 
of the balance-of-payments outlook, rather than the forecast 
of the Bank of Mexico that the balance would be favorable.* 
Gold holdings of the Bank (monthly foreign exchange hold- 
ings were not published for later months) fell from $100 
million at the end of 1947 to $86 million at the end of March 
1948—tthe level being sustained in part by another $10 mil- 
lion transfusion from the United States Treasury—and drop- 
ped to $71 million at the end of June 1948.5 The continued 
decline of imports to a monthly average during January- 
June 1948 of $45.6 million on an unadjusted basis—nearly 
$13 million a month less than in the first half of 1947—did 
not seem to be enough to stem the outflow of reserves, even 
though statistically the savings on import payments exceeded 
the rate of exchange losses in the previous year. 

Apparently there were factors other than imports that 
were contributing to the drain of reserves. With the com- 
plexity of estimates of the balance of payments, it was at 
that time—and it still is—impossible to make satisfactory 
quarterly estimates of all factors, but the persistent losses in 
the face of apparent improvement in the trade balance led 


4 Banco de México, Vigésimasexta Asamblea, p. 21. 
5 International Financial Statistics, II. No. 7 (July, 1949), 94-95.. 
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to the supposition that capital flight was the principal cause 
of weakness. This would not have been surprising, for the 
news of Mexico’s declining reserves had leaked widely and 
the assistance furnished in late 1947 by the United States 
Stabilization Fund had become known a few months after it 
occurred.® Although statistics to be introduced later do not 
confirm this alleged flight of capital during the first half of 
1948, there is little doubt that it took place on a large scale 
in July of that year, when the gold reserves of the Bank of 
Mexico dropped by $28 million, forcing abandonment of the 
4.85 exchange rate in the evening of July 21. Support of 
the exchange market by the Bank to the tune of a million 
dollars a day simply cannot be concealed from the limited 
number of banks that carry on most of the exchange trans- 
actions, and as word gets around of heavy losses a self- 
aggravating run can quickly develop even in as tight a money 
market as then prevailed. 

It is interesting to note that the depreciation did not ae 
about by itself a large further decline of imports, despite an 
increase in peso costs of imports by about 42 per cent. The 
average per month (on a corrected basis) fell from $50.5 
million during the first seven months of 1948 to $48.8 mil- 
lion in the last five months.? The immediate decline was 
precipitate—to about $44 million in August and September— 
but by the last two months the imports were again over the 
$50 million mark. 

From August 1948 through April 1949 the exchange rate 
was not formally fixed, but it fluctuated only within a nar- 
row range close to 7 pesos per dollar. In May and June 
1949 the rate was allowed to slip to more than 8 per dollar, 
and on June 18, 1949, the new parity of 8.65 pesos per 
dollar was made effective. Presumably because of cus- 
tomary delays in ordering, shipping, etc., the value of im- 


6 See, for example, Hanson’s Latin American Letter, No. 156 (20 
March, 1948), No. 165 (22 May, 1948), No. 169 (19 June, 1948), and 
No. 174 (24 July, 1948). 

7 Monthly data on a corrected basis are from Banco de México, 
Vigésimaseptima Asamblea, p. 63, and Vigésimaoctava Asamblea, pp. 
183, 189. 
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ports did not decline much in May 1949, but thereafter a 
pronounced reduction occured. From the $48.8 million in 
January-May 1949 (the same as in August-December 1948), 
imports dropped to a monthly average of $39.3 million in 
June-December 1949. This further saving of $9.5 million 
monthly was doubtless one of the most important factors in 
the shift from reserve losses aggregating about $20 million 
in the first half of the year to gains in reserves of nearly 
$60 million in the second half. 

Short-Term Capital Movements. Mexican estimates of 
short-term private capital movements are based on reports 
of liabilities of United States banks to Mexicans, adjusted 
for dollar balances of Mexican official and private banks. 
The $113 million December 1949 estimate on this basis cor- 
responds closely to the $107 million figures for private non- 
bank balances given for January 1950 in the United States 
Treasury Bulletin under the new form of reporting the 
liabilities of United States banks. This method of estimat- 
ing is inexact, chiefly because it fails to detect short-term 
capital movement by European holders of dollars or other 
assets and because Mexican balances abroad might be held 
in such form as to avoid being reported in the United States. 
The Mexican estimates are reproduced in Table 3. 

There is no doubt that private Mexican individuals and 
firms have built up very large deposit balances in United 
States banks, although allowance should be made for the in- 
clusion within the figures of dollar deposits by Mexican 
branches and subsidiaries of United States firms. Besides 
the balances held directly abroad, there are apparently very 
large dollar deposits by Mexican nationals in Mexican banks. 
A very rough measure of this category is the excess of pri- 
vate bank foreign assets over foreign liabilities, the latter 
term in this use meaning liabilities to entities outside of 
Mexico. Since the over-all dollar asset-liability position of 
Mexican banks is usually in approximate balance, this net 
asset position vis-a-vis foreigners may move parallel to move- 
ments in the banks’ net liability position in foreign currencies 
vis-a-vis Mexicans. If so, it would appear that private non- 
bank entities in Mexico were acquiring dollar deposits, both 
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TABLE 3 


Estimated Mexican Private Short Term Foreign Assets and 
Liabilities, 1943-1949* 


(millions of dollars) 


Private Banks} Private Individuals 
End of Period Assets Liabilities Assets Liabilities 


64 = 6 
60 2 23 
80 : 36 
75 12 77 
57 82 
60 ‘ 87 
100 113 


PPO ae 54 14 79 
Poormary. 58 15 74 
PCO Eon 60 15 73 
EN eae oat 44 9 76 
OO ei Si od Be 47 10 87 
MND oes en fh rh clay a 46 10 80 


MIR co eth ape ee 45 12 90 
NR pc es Be 61 18 91 
September ——_____. 42 18 108 
RONRNINNN Rn, 39 10 110 

48 12 98 
NNO ho: 60 13 87 


NR 47 11 96 
February 39 2 
I os cr 48 13 97 
Se 13 94 
45 12 
61 13 


57 11 

a 72 12 

September 81 15 
October _— 72 13 
November — = _.__ 88 15 
December 100 17 


* Supplied to the author by the Bank of Mexico. 
+ Includes small amounts for the account of national banks. 
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with local and with United States banks, during 1944-49, 
ending the period with nearly $200 million altogether. 

The fluctuations in the data do not lend much support, 
however, to the thesis that a “flight” of capital was largely 
responsible for the exchange losses in 1947 and the first 
half of 1948. Private non-bank assets in the United States 
were not much changed over the period, although monthly 
fluctuations suggest an occasional importance of movements 
of this capital. The net foreign assets of Mexican private 
banks, meanwhile, declined by about $30 million in this 18- 
month period. 

In the months after abandonment of the 4.85 exchange 
rate, private Mexican balances in the United States fluctuat- 
ed rather widely and may have contributed first to the de- 
preciation to 6.90 (instead of 6.50 where a tentative effort 
was made to stabilize in late July 1948), then to strengthen- 
ing the 6.90 rate for a few months, and finally to pushing 
the rate from 7 to more than 8 pesos per dollar in early May 
1949. There was no significant return flow of capital after 
the new par value was established in June 1949. 

Miscellaneous Accounts. A word of comment might be ap- 
propriate for some categories in the balance of payments that 
may not be self-explanatory. Among invisible receipts not 
shown separately in Table 2 are “private remittances,” nearly 
all of which represents the portion of earnings of Mexican 
seasonal workers in the United States which is estimated to 
be sent back to Mexico or brought back by the workers. An- 
other item is “institutional remittances,” representing chiefly 
the contributions of the United States toward the joint pro- 
gram to combat the foot-and-mouth disease in 1947-49. Invis- 
ible items on the payments side include chiefly the estimated 
remitted payments on direct investments, which reached a 
high of nearly $70 million in 1947 and was placed at $57 
million for the next two years. Presumably this includes 
transfers of depreciation and depletion reserves and perhaps 
foreign costs, as well as remittance of profits, especially in 
the case of mining companies. Such a broader coverage 
would explain in part the discrepancy between these Bank of 
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Mexico estimates and the United States Department of Com- 
merce estimates of $21 million in 1946 and $23 million in 
1947.8 The interest on external governmental debt was very 
small except for about $6 million in 1948 and $10 million in 
1949. 


While the dollar value of gold and silver production has 
remained fairly steady, the importance of gold has declined 
from about half of the precious metal total in 1938-41 to 
hardly a quarter of the total in 1946-49. Actually, the quan- 
tity of production of both metals has fallen rather steadily, 
but the improvement of silver prices has resulted in a small 
increase in total value of output of that metal, while the gold 
has been stable. The complex marketing, consumption, and 
hoarding of gold and silver have largely been ignored in the 
Bank of Mexico estimates of the balance of payments. There 
is no allowance, apparently, for the premium on gold obtained 
in world black markets when Mexican gold coins were legally 
or illegally exported, nor is there allowance for the dollars 
earned by illegal exportation of Mexican silver coins.® The 
only adjustment appears to be for silver consumed in coinage 
which was put into circulation, silver in coins obtained by 
the Bank from the public, silver in recorded exports of coins, 
and silver sold domestically to silversmiths. The net “hoard- 
ing and dishoarding” of silver estimated from these factors 
has varied from a plus $16 million (hoarding) in 1943 to a 
minus $12 million (dishoarding) in 1949. Since in both cases 
this silver does not leave the country, the indicated move- 
ments of banking reserves have been adjusted by this factor 
to give a figure on changes of gold, silver and foreign ex- 
change owned within Mexico. 


8U. S. Department of Commerce, The Balance of International Pay- 
ments of the United States, 1946-48 (Washington, D. C.; U. S. Govern- 
ment Printing Office, 1950), p. 261, and U. S. House of Representatives, 
Committee on Interstate and Foreign Commerce, Fuel Investigation: 
Mexican Petroleum, 80th Congress, 2nd Session, House Report No. 2470 
(Washington: U. S. Government Printing Office, 1948), p. 83. 

® These factors may represent a part of the unexplained “errors and 
omissions” which were so large in 1943-46. 
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The capital movement estimate is made up of three cate- 
gories: net short-term capital, net long-term capital (to a 
large extent public debt amortization and new borrowing 
abroad), and net inter-company accounts (for branches of 
foreign corporations). 

Transactions with the International Monetary Fund. The 
treatment of Mexico’s capital subscription to the Interna- 
tional Monetary Fund in 1946 and its acquisition of dollars 
from the Fund in 1947 are of some interest, although the 
sums involved are limited. The capital subscription in gold 
was a direct obligation which Mexico assumed in joining the 
organization. Payment of the subscription, however, did not 
entitle Mexico to automatic availability of foreign exchange, 
so the equity acquired should not properly be considered a 
realizable foreign exchange asset equivalent to gold or dollars. 
Mexico’s later acquisition of dollars provided funds to help 
finance its dollar deficit, and accordingly it should properly 
be classified as the Fund does in its balance-of-payments 
presentation, as “compensatory financing.” 

Nevertheless, neither the capital subscription nor the later 
purchase of dollars from the Fund represented a significant 
balance of payments transaction from the viewpoint of the 
legal reserves of the Bank of Mexico, and neither was brought 
into the Mexican statement of the balance of payments. This 
normally resulted from the computation as legal reserves of 
the Bank of Mexico of the difference between the Mexican 
quota in the Fund and the Fund’s holdings of Mexicon pesos. 
The quota subscription of $90 million was met by payment 
of the equivalent of $67.5 million in pesos and $22.5 million 
in gold. Thus $22.5 million, on the basis of this arrange- 
ment, was computable in legal reserves, which replaced the 
gold used in payments. When the Fund in 1947 sold dollars 
to Mexico in exchange for pesos, the difference between its 
holdings of pesos and the total Mexican quota was reduced 
from $22.5 million to zero, at the same time that Mexico was 
acquiring that amount of dollars. Hence, the legal reserve 
position of the Bank, which may be a significant object of 
attention of monetary authorities in time of crisis, again 
showed no change. 
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It may be noted in passing that this device, used to make 
the gold subscription as painless as possible and to facilitate 
Mexico’s adherence to the Fund Agreement, has the effect of 
reducing the effectiveness of the assistance which that in- 
stitution might furnish. Under “normal” conditions, the 
Fund would hold pesos equivalent to three-fourths of the 
Mexican quota. If a balance of payments drain should threat- 
en to reduce the reserves of the Bank of Mexico to less than 
the legal minimum, Mexico would presumably seek dollars 
from the International Fund, but the dollars received up to 
$22.5 million would not improve the Bank’s legal reserve posi- 
tion. Under the Articles of Agreement of the Fund the cus- 
tomary maximum drawing by a member in any twelve-month 
period is 25 per cent of its quota, i.e., $22.5 million. Unless 
Mexico were to obtain a waiver of this limitation—a privilege 
which is not granted readily—it would have to wait at least 
another year before the Fund could provide assistance that 
would improve Mexico’s legal reserve position. The relief of 
the central bank’s reserve position, when it is threatened by 
short-run exchange losses, might thus be thwarted by this 
seemingly inocuous legislative arrangement. 


The remedy for this state of affairs would be simple: 
Mexico could merely eliminate the computability of its equity 
in the International Fund, also, if desired, reducing its legal 
requirement from 25 per cent to a lower percentage so that 
its excess reserves at the time would be more or less un- 
changed. Alternatively, there might be a re-casting of its 
reserve requirement in terms of calling for special central 
bank action if the reserves fall below a given ratio to total 
annual exchange payments or if the rate of loss of reserves 
should exceed a specified limit. This type of reserve require- 
ment, rather than the traditional but illogical proportioning 
of minimum reserves to central bank liabilities, has been 
provided in the cases of several Latin American central banks 
during recent years. A well-developed and experienced cen- 
tral bank such as the Bank of Mexico should, of course, be 
guided in any case by the general economic and financial 
situation and should not need to rely on any legal alarm clock 
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(such as a reserve requirement) to tell it when it should 
wake up to the danger of a particular reserve position. 

The Importance of Foreign Investments.’ International 
loans and investments played a very important role in Mexi- 
co’s economy in past years, especially in the fields of mining 
and petroleum development, railway transportation, electric 
power, and telephone services. In addition, the sizable exter- 
nal governmental debt called for large annual service pay- 
ments. With recent strides toward a more diversified econo- 
mic development, the relative importance of the fields of 
activity first developed by foreign initiative has declined 
markedly. No longer does the total export trade simply re- 
flect the mining and petroleum operations of foreign com- 
panies and no longer is transportation limited solely to that 
provided by the foreign-owned railways. Even if the oil and 
railway properties had remained in the hands of the original 
developers, the growth of manufacturing and of a more diver- 
sified, more vigorous agriculture would have lessened the 
over-shadowing importance of the foreign-owned activities. 

The influence of international investment has remained 
strong in Mexico’s balance of payments, nevertheless. The 
earnings on externally-owned direct investments and interest 
on governmental and private obligations were estimated at a 
high of $70 million in 1947, a little less than 2 per cent of 
the national income in that year. If to this transfer is added 
the required service on official external obligations—includ- 
ing capital amortization which is a regularly recurring trans- 
fer item—a figure close to $100 million is obtained in recent 
years for payments to foreign investors. In the peak year of 
1947 the total of these transfers to foreign private and 
governmental investors represented more than 10 per cent 
of the gross international payments. 

The inflow of new capital, both private and governmental, 
has also played an important part in Mexico’s balance of pay- 
ments, despite its relatively modest proportions compared to 


10For a careful discussion of this general subject, see United 
Nations, Economic Commission for Latin America, “Foreign Invest- 
ment in Mexico,” Doc. E/CN. 12/166/Add. 8 (Lake Success, New 
York, 1950 (mimeographed). 
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the days of large-scale exploitation of the sub-soil resources. 
Export-Import Bank loans utilized, plus new foreign private 
direct investment, furnished close to a $40 million average 
per year in the critical years 1946-48, when both capital 
funds and capital goods were eagerly sought. Compared to 
what potentially might enter the country if all obstacles and 
deterrents were removed, the figures on private capital inflow 
are, of course, not large. It is significant, nevertheless, that 
some companies were confident of long-run profit prospects 
in Mexico even when the peso might have appeared over- 
valued, when the Government was not disposed to give sweep- 
ing assurances of fair treatment or guaranties of immunity 
from regulatory action, and when settlement for the 1938 
expropriation of the foreign-owned oil properties had not yet 
been fully arranged. 


II 


Theoretical Adjustments 


An effort is made in this section to outline the main cause- 
and-effect relationships, to summarize the special factors 
which disturbed the expected theoretical adjustments, and 
to assign quantitative values to the chief forces in the ad- 
justment process. The statistical materials available for 
evaluating the Mexican balance of payments, national in- 
comes, and relative price developments do not permit exact 
conclusions, but useful tentative conclusions can be obtained 
even with existing data. 


The Basic Relationships. Fundamental to an appraisal of 
self-equilibrating tendencious of the Mexican balance of pay- 
ments is some judgment of the manner in which changes 
are brought about in money income and prices. It is use- 
ful in this connection to distinguish two ways by which 
the income stream can be augmented or reduced: (a) 
through processes which affect the money supply or (b) 
through processes which bear no relation to changes in the 
total stock of money. In the classical terminology this is 
roughly equivalent to distinguishing between factors which 
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affect the quantity of money and factors which affect its 
velocity. 

A surplus in the balance of payments involves not only 
an expansion of money incomes, e.g., of exporters if the 
surplus is created by an increase of exports, but also un- 
der an international standard an increase of the money 
supply, e.g., in money of external origin. Similarly, an 
expanded domestic public works program or an increase 
in business capital financed by bank credit will add both 
to incomes of laborers, suppliers, etc., and to the money 
circulation. 

On the other hand, it is possible for income to in- 
crease without a change in the amount of money out- 
standing. An increase in the propensity to consume, for 
example, means that a larger part of current income is 
spent and a smaller part saved. If the increased expen- 
ditures are made out of inactive cash balances or by quick- 
ening the general turnover of the money supply, the re- 
sulting higher incomes would not require any change in 
the quantity of money. Similarly, new investment oper- 
tions might be financed by activation of idle balances 
without changing the money supply. Conversely, an in- 
crease in the money supply such as that produced by the 
movement of short-term capital to the United States in 1934- 
39, under conditions which prevailed in those years, might 
not have much effect on incomes, especially if the initial addi- 
tions to monetary balances remain inactive for the most 
part." 

The principal condition making for independence of money 
supply and national income, it may be noted, is a high liqui- 
dity preference which is at the same time highly elastic with 
respect to the rate of interest, so that changes in money are 
reflected chiefly in variations of inactive balances rather than 
in changes of the rate of interest or of total expenditures.'* 

The purpose of this discussion is to bring out a belief that 


11Cf. A. I. Bloomfield, Capital Imports and the American Balance 
of Payments, 1934-39 (Chicago: University of Chicago Press, 1950), 
pp. 268-91. 
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in the Mexican situation the factors affecting income are 
principally those which at the same time affect the money 
supply. The desire for liquidity is not high in Mexico and 
idle balances are not normally very important, chiefly because 
of the prevailing high rates of interest and because with low 
levels of living Mexicans do not wish to afford the conven- 
ience of large cash balances. Cash holdings are kept near a 
minimum. If the propensities to consume or to invest were 
to increase from their present high levels, income expansion 
would be retarded by an automatic brake in the form of a 
need for larger cash working balances. In other words, the 
velocity of monetary circulation is already so high that it is 
not likely to rise much more. Conversely, if consumers or 
investors were to revise downwards their plans for spending, 
so that there appeared a small amount of excess cash over 
what is needed for transactions purposes, this excess cash 
would soon be put to use by someone who is hungry for funds 
and willing to pay handsomely for their use. The cost of 
holding idle balances (in terms of foregoing interest income) 
is much higher than in the United States, while the ability 
to afford idle balances (in terms of relative income levels) is 
much lower. 

To some extent, nevertheless, there have been changes of 
liquidity preference in Mexico—reflecting shifts in the sched- 
ule of monetary balances desired at given rates of interest 
and probably also reflecting actual interest rate changes. This 
was most notable during the war, when both the income 
velocity of circulation and the turnover of checking accounts 
showed pronounced reductions, but it has been by no means 
confind entirely to the period of World War II. Annual 
income velocity, for example, varied from 6.9 to 8.0 in the 
years 1934-39 and from 6.2 to 6.8 in the period 1947-49." 


12 Strictly speaking, the liquidity preference function would have to 
have perfect elasticity with respect to interest if changes in money 
and changes in income are to be completely independent. Cf. James 
Tobin, “Liquidity Preference and Monetary Policy,” The Review of 
Economic Statistics, XXIX (1947), pp. 124-26. 

13 These calculations are made with national income divided by 
money supply. 
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Monthly data on check payments divided by checking ac- 
count balances also show pronounced variations—seasonal, 
cyclical, random and perhaps secular in character. Furth- 
ermore, during the war and lasting into the post war 
period the commercial banks had idle or excess reserve bal- 
ances—indicating a less than perfect response of interest 
rates or of the quantity of lending to the appearance of re- 
dundant funds. In an interpretation of developments, there- 
fore, a basic reliance on factors operating via the quantity of 
money must be tempered by allowance for the fact that mone- 
tary habits were not entirely stable. 

The Balance-of-Payments Contribution to Income. Five 
sub-periods may be distinguished during the years 1941-49 
from the viewpoint of the balance of payments: (a) the year 
1941, (b) the years 1942-45, (c) the period from January 
1946 to July 1948, inclusive, (d) the eleven or twelve months 
after July 1948, and (e) the last five or six months of 1949. 
Sub-periods (a) and (d) were times of approximate over-all 
equilibrium in Mexico’s international accounts and hence of 


less immediate interest. The final sub-period continued into 
1950, beyond the purview of this examination. 


The general magnitude of the balance-of-payments influ- 
ence as an autonomous factor—i.e., ignoring for the time 
being the cumulative expansions of income via the multiplier 

can be determined readily. Although estimates of the bal- 
ance of payments are imperfect and the errors and omissions 
relatively large, we can provisionally assume that all items 
in the balance furnished additions to or leakages from the 
income stream and therefore that the net changes in the in- 
ternational reserves within Mexico measure the net balance- 
of-payments impact upon Mexico’s national income. 

Three adjustments are required, nevertheless. First, we 
must take account of the use of silver reserves for minting 
of coins which were put into circulation in exchange for other 
types of money. This operation as such had no effect on 
national income, yet it affected the level of the international 
reserves of the banking system. Second, the return of hoarded 
silver to the custody of the Bank of Mexico did not represent 
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an international transaction and an adjustment must there- 
fore be made for it. The third adjustment is to eliminate 
the influence of revaluations on reserves, arising from varia- 
tions in the dollar price of silver or in peso-dollar exchange 
rates. Because of these three adjustments, the absolute 
figures for monetary reserves must be used with caution. 
Fortunately, however, the appropriate adjustments have al- 
ready been made in estimates of the balance of payments pub- 
lished by the Bank of Mexico. 

Surplus Years, 1942-1945.‘ The increase in money income 
in Mexico as a direct result of balance-of-payments factors 
during 1942-1945 was nearly 1,700 million pesos. It was 
this large, of course, chiefly because imports were not freely 
available. Had this not been the case, there would have been 
a substantial “leakage” of income for payments abroad, and 
it is possible that the balance of payments might have shown 
no surplus at all for these years. Absence of the import 
bottleneck would also have been effective in reducing the up- 
ward movement of prices in Mexico during the abnormal war 
years. 

The figures for individual years and their relation to the 
estimated national income for each year and the money sup- 
ply at the beginning of each year are shown in Table 4. It 
will be noted that the sums ranged from 2 to more than 6 
per cent of the national income, from 9 to more than 30 per 
cent of the annual increments to national income, from about 
10 to 40 per cent of the January 1 money supply in each year, 
and from 44 to more than 100 per cent of the annual incre- 
ments of money supply. 


14This period would probably be measured better from July, 1942, 
to January, 1946, inclusive, if adequate statistics were available on 
other than a yearly basis. The latter month, according to data in 
the United Nations Monthly Bulletin of Statistics, represented the 
peak of Mexico’s gold and foreign exchange holdings and has been 
cited as a reference point by various Mexican officials. The former 
date, or some other date in the summer of 1942, apparently repre- 
sented the time at which Mexico’s international reserves began to 
increase rapidly, to judge from the sharp rise in the total money 
supply beginning about that time. 
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The modern theory of adjustment would expect an expan- 
sion of national income in connection with balance-of-pay- 
ments surpluses and an expanded demand for and quantity 
of imports. Given the relative inelasticity of total supply, 
the upward pressure of monetary income would have only a 
small influence on real income but an important influence on 
prices. All of these developments did take place. National 
income in 1945 was nearly double the 1942 level; wholesale 
prices rose by 84 per cent from the end of 1941 to the end 
of 1945; and imports rose by 118 per cent in value and 
more than 90 per cent in quantity. It is necessary to judge, 
however, to what extent these developments can be attri- 
buted to the balance of payments and what extent other in- 
fluences were at work. 


TABLE 4 
Balance of Payments Surplus, National Income and Money Supply, 
(millions of pesos) 


Balance of National Money Supply 
Year Payments Surplus Income January1 December 31 
1942 243 8,300 1,276 1,817 
1943 _.. ; 7a0 10,500 1,817 2,483 
1944 __ Z 263 13,400 2,483 3,079 
1945 _... er 450 16,000 3,079 3,543 
1942-45 1,673 48,200 1,276 3,543 

Source: Derived from statistics of the Bank of Mexico. 


Analysis of these matters is most conveniently accom- 
plished through consolidated banking statistics. To sum- 
marize the findings of an examination of these statistics, 
the balance of payments made by far the most important 
contribution to the money supply in 1943 and 1945, where- 
as in 1942 and 1944 it was second in importance, the chief 
factors being respectively the government deficit (1942) 
and loans by national banks (1944). If figures for the sec- 
ond half of 1942 could be isolated, it is quite possible that the 
balance of payments would appear as the most important 
factor in all but one year of the three-and-one-half year 
period ending in December 1945. 
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During the period 1941-45 the money supply increased by 
about 2,470 million pesos. Of this increase about 1,670 mil- 
lion pesos, or more than two-thirds, is attributable to the 
surplus in the balance of payments. Almost one-fourth of 
the monetary expansion is accounted for by the net domestic 
operations of the banking system with the Government, which 
reached a figure of about 600 million pesos. Although the 
expansion of bank credit to private borrowers was about 
2,000 million pesos during this period, all but about 200 mil- 
lion pesos of this had its origin in non-monetary liabilities 
(e.g., savings accounts), increased private ownership of 
capital accounts, or reductions in other assets. 

A major factor tending to offset the influence on income 
of this monetary expansion was the apparent rise of about 
1,000 million pesos in idle monetary balances. The other lead- 
ing forms of liquid savings—hoarding of silver, investments 
and savings through financial institutions, and the export 
of capital—are already reflected in the balance-of-payments 
and banking data used in the analysis above. 


Such a volume of monetary hoarding, associated with a 
considerable decline in velocity of circulation, could impair 
the fulfillment of the classical price-specie-flow expectations, 
if such expectations are taken in their unqualified expression 
assuming a quantity theory of money in which velocity is con- 
stant. Nevertheless, in the Mexican scene the balance-of- 
payments impact was large enough in this period to make the 
unqualified theory more or less usable, since internal prices 
did rise very considerably. In a term of years with more 
delicately balanced forces, however, this theory might have 
been misleading. In the same connection another qualifica- 
tion should perhaps be mentioned, that at the beginning 
of the war there might have been some unemployed fac- 
tors of production so that the expansionary forces had 
the effect of adding to output as well as raising the price 
level. Even in the early war years, this absorption of un- 
employed factors was probably not large enough to have 
affected seriously the classical assumption of full employ- 
ment.’® Nevertheless, the data on national income and the 
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various statistical series on volume of production indicate a 
rise in real output as well as monetary value of output during 
these years. 

In summary, the relative magnitudes of the various factors 
in 1942-45 indicate that even if there had been no Govern- 
ment deficits or credit expansion by official banks, the bal- 
ance of payments contribution to income would probably have 
been sufficient to overweigh the internal tendencies to hoard 
and to have produced a significant increase in money income 
and prices. If the Government had also been neutral in bank 
credit control—i.e., if it had left reserve requirements at the 
20 per cent level prevailing in January 1942—the inflow of 
gold by itself would have provided means for a very sub- 
stantial increase of private bank lending, which would have 
added to income payments, the pressure on prices, and the 
tendency to import. The tendencies and expectations of both 
the modern and the classical theories of balance-of-payments 
adjustment appear therefore to be supported by actual de- 
velopments in Mexico during the war period. 

Years of Deficit, 1946-48. The complexities of develop- 
ments during the next two and one-half years stand in con- 
trast to the apparent simplicities of forces at work during 
1942-45, and in fact lend warning that the description of the 
previous period may have been over-simplified. Very shortly 
after the beginning of 1946 the balance of payments turned 
from an expansionary to a deflationary influence. The strong 
surplus of the preceding four years turned quickly and em- 


15 Banco de México, Vigésimacuarta Asamblea, p. 26: at the begin- 
ning of the war, increases in the circulating medium were not so 
directly reflected in the price level, “. . . because not all the factors of 
production were employed.” Compare, however, the following state- 
ment in the U.K. Department of Overseas Trade report, Mexico: Review 
of Commercial Conditions (London: His Majesty’s Stationery Office, 
1945), p. 15: “Unemployment has been almost unknown in Mexico for 
Many years and there is a shortage of skilled technicians.” This com- 
ment, of course, refers to employment of human factors. See also 
Josué Sdenz, “Progreso y Productividad,” El Mercado de Valores, X, 
No. 38 (September 18, 1950), 4: “Apparently Mexico does not have 
and has not had unemployed men.” 
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phatically into a deficit which was not ended until after the 
drastic depreciation of July 22, 1948. Because this period 
came to an abrupt end at that time, the statistical materials 
have been shaped to fit the first seven months of 1948, even 
though a number of arbitrary adjustments had to be made 
in order to do so. 

During the fifty-five months in this period the total deficit 
in the balance of payments appears to have been about 1,450 
million pesos. This total was somewhat smaller than the sum 
of the surpluses in the preceding four years, but it repre- 
sented a somewhat larger amount per year. The figures for 
the separate years are given in Table 5. 


TABLE 5 


The Mexican Balance of Payments Deficit, National Income and Money 
Supply, 1946-July, 1948 


(millions of pesos) 


Balance of National Money Supply 
Payments Deficit Income January1 End of Period 


|) k 573 19,200 3,543 3,464 
neato ts 578 20,900 3,464 3,442 
January-July 

|) 304* 12,800* 3,442 3,541 
Total for period 1,455 52,900 3,543 3,541 

* Estimated. 

Source: Derived from statistics of the Bank of Mexico. 


Although the movement of reserves was more or less the 
opposite of that in the earlier period, the changes of money, 
income, and prices did not join in the full reversal of direc- 
tion. The yearly losses in reserves were larger than the gains 
in most of the previous years and approximated 2.5 to 3 per 
cent of national income—almost as high a proportion as the 
average of the gains during 1942-45. This powerful influence 
toward contraction of incomes and monetary circulation, 
which if unchecked would have extinguished 40 per cent of 
the money supply, was offset by expansionary forces that 
matched the reduction in money of external origin and ex- 
ceeded the deflationary influence of the balance of payments 
on the national income. 
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Before inquiring into the significance of these develop- 
ments for the theoretical mechanism of adjustment, it will 
be necessary to examine in some detail the other factors 
which may have influenced income during the years 1946-48. 
First to be examined are the factors within the balance of 
payments which might cast doubt on the assumption that all 
international transactions affecting bank reserves also affect 
in equal measure the national income. Secondly there are 
reviewed the more important internal factors influencing both 
money supply and the level of income, and finally there are 
taken up the internal forces which operate independently of 
the quantity of money. 

Balance-of-payments items deserving special attention are 
short-term capital exports, remittance of profits on direct in- 
vestments, and imports. If stocks of export or import goods 
were built up or drawn down significantly, that too might 
modify the impact of exports on national income, but the lack 
of statistical information prevents investigation of this pos- 
sibility. The role of short-term capital imports appears to 
have been small—claims on Mexicans reported by United 
States banks, for example, increased only from $11 million at 
the end of 1945 to $35 million at the end of July 1948; nearly 
all of this total was denominated in dollars and undoubtedly 
represented working balances or short-term loans to finance 
business activity. There was in this period nothing similar 
to the flow of idle banking funds into the United States dur- 
ing the 1930’s.'® 

More significant were the outward movements of short- 
term private capital to the United States which began in 1944 
and continued through 1949. Estimated dollar balances of 
private individuals, as shown in Table 3 above, rose from 
$36 million at the end of 1945 to $90 million in July 1948. 


16 During some parts of 1940 and 1941 some similar capital from 
European sources apparently moved into Mexico, motivated by fear of 
loss in Europe and of blocking in the United States. Although there 
are no statistics on this inflow of flight capital, it seems to have been 
important only in a relatively few months, and it is doubtful if the 
balances which stayed in Mexico remained inactive for very long. 
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During the same period there were reported net purchases 
by Mexicans of United States long-term securities aggregat- 
ing nearly $11 million in 1946, 1947 and the first seven 
months of 1948.'7 What influence did this combined outflow 
of $65 million or 314 million pesos have upon incomes in 
Mexico? 

If we assume that the funds transferred came out of cur- 
rent incomes -in Mexico, their use for purchase of United 
States securities or bank balances would have the same con- 
tractionary effect on the income stream within Mexico as 
would expenditures for foreign travel or for imports, an 
effect which would be adequately reflected in the changes of 
international reserves on which attention has been focussed. 
But if the capital came from inactive peso balances, which 
were relatively large in 1945-46, there would be no income or 
price effect, and the diminution of Mexico’s international re- 
serves resulting from the movement would not be expected to 
contribute to the self-equilibrating mechanism of balance-of- 
payments adjustment. 

A considerable but unmeasurable part of the capital move- 
ment probably did represent removal of funds which were 
inactive in 1945. Nevertheless, caution must be exercised 
against counting the same factor twice. If, for example, we 
assume that 300 million out of about 1,300 million pesos in 
idle balances'* was transferred to the United States and there- 
fore the apparent deflationary influence of the balance-of- 
payments deficit should be adjusted downward by 300 mil- 
lion pesos, then we should not independently count as an 
expansionary force all of the activation of idle balances 
(nearly 900 million pesos when estimated idle balances fell 
to about 430 million pesos), for to do so would mean double 
counting of 300 million pesos. 

Somewhat similar comments and a similar warning may 


17 United States Treasury Department, Treasury Bulletin, 1946-48, 
passim. 

18 Active money supply, calculated by dividing national income by a 
prewar average income velocity of money, is subtracted from total 
money supply to derive the estimation of “idle balances.” 





MEXICO’S BALANCE OF PAYMENTS 29 


be made with regard to the influence of imports. Mexico’s 
postwar imports included a very high proportion of capital 
goods, consumers’ durable goods, and articles for re-building 
inventories—operations which were financed to a large ex- 
tent out of liquid assets or by bank credit. This trade did 
not, therefore, have the usual anti-inflationary effect of im- 
ports.'* Nevertheless, it would be misleading to discount the 
influence of imports for this reason and then, in addition, to 
call attention to the expansionary impact of the full amount 
of the reduction of inactive cash balances and the increase 
of bank credit. If a bank loan, for example, is considered as 
contributing to income payments within the country, the same 
bank loan should not be cited as neutralizing the customary 
deflationary impact of imports. 

Again, the trend of remittances of profits on direct invest- 
ments can be looked at from two viewpoints. During the 
war it is understood that some foreign companies were leav- 
ing their profits in Mexico for reinvestment, whereas after 
the war the companies tended to transfer a greater part of 
the profits. This change of practice, of course, would dimin- 
ish incomes in Mexico, but it would also directly affect the 
balance of payments and the change in foreign reserves of 
the Mexican banking system, to which we have directed atten- 
tion. 

The main source of expansionary pressure, however, cannot 
be traced to possible special factors in the balance of pay- 
ments, except under the improbable assumption that the 
financing of imports was a leading cause of bank credit 
expansion which linked bank credit to the external factors 
affecting Mexican national income. The major impulse to 
income expansion during 1946-48, it must be concluded, came 
from the banking system, in large part from the Bank of 
Mexico itself. 

Governmental deficits were not the largest purpose for 


19 The significance of this shift in conditions of imports was pointed 
out by D. L. Grove and G. M. Alter in their article “Latin America’s 
Postwar Inflation and Balance of Payments Problems,” Federal Reserve 
Bulletin, XXXIV (1948), 1345-46. 
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which credit of the Bank of Mexico was used, but they were 
important. According to estimates of the Bank, there was 
virtually no deficit in 1946, about 165 million pesos in 1947, 
and 346 million pesos in 1948;°° a large part of the 1948 
deficit, however, appears on the basis of banking statistics to 
have been incurred in the last part of the year. Data for the 
entire banking system indicate that loans to the Government 
and investments in internal Government securities increased 
by nearly 400 million pesos in the 55-month period ending 
July 1948; against this may be set the fact that the equity 
of the Government in capital of national banks had mean- 
while increased by more than 100 million pesos. 

New credits in favor of private activities made by the na- 
tional banks, including loans rediscounted with the Bank of 
Mexico, were during this period much larger than the actual 
fiscal deficits. These operations of official banks represented 
an expansionary influence of more than 1,000 million pesos. 
Far behind were private deposit banks, with about 400 mil- 
lion pesos of new loans and investments on behalf of private 
borrowers during the 55-month period ending in July 1948. 
For both official and private bank operations, some off-sets 
should be made, because to a large extent their loans and 
security acquisitions were made with capital funds (more 
than 200 million increase during the period) or out of funds 
obtained abroad. 

It is very difficult to know against which asset any given 
increase of non-monetary liabilities or capital funds should 
be offset, when the network of financial institutions is as 
complex as it is in Mexico. In general, however, it appears 
that the increased loans and investments made by private 
financial institutions corresponded closely with changes in the 
sum of capital and reserves, savings accounts, bonds and other 
non-monetary obligations. During this period, therefore, 
private bank lending operations of the private banking sys- 
tem were apparently related to increases of savings, so the 
funds added to incomes were more or less matched by 


20 Banco de México, Vigésimaoctava Asamblea, p. 61; see above, Table 
25, p. 120. 
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equivalent sums subtracted from the income stream at other 
points. The expansion of credit by national banks, in con- 
trast, was to a very large extent based upon rediscounts at 
the Bank of Mexico which contributed directly to the mone- 
tary circulation and to the cash income of the public. 

The third type of factor that operates without effect on 
the supply of money is reduced essentially to changes in 
liquidity preference or, in non-technical terms, changes in idle 
money. The measure of this factor simply represents a state- 
ment of the extent to which the quantity of money fails to 
move proportionally to the national income. In the absence 
of income estimates we would be deprived of this yardstick, 
although somewhat similar statistics for idle bank deposits 
can be produced on the basis of variations in the total turn- 
over of checking accounts. There is a danger of circular 
reasoning in the use of a variable which is derived partly 
from the income data in order to explain variations in the 
level of income. In the present case, however, the usage 
seems appropriate, for the “inactive money” data are used 
only as a crude but convenient device to wrap up in one series 
all influences on income which do not affect the money sup- 
ply and to measure roughly the relative importance of the 
two types of influence. 

From the middle of 1945 to the middle of 1948 calculations 
of inactive money indicate a decrease of a little more than 
900 million pesos. This figure must be considered as only 
a rough approximation, because of the arbitrary assumptions 
used in its construction. If the assumed “normal” velocity 
had been 9.0 instead of 8.5, for example, the indicated decline 
in idle balances would have been about 860 million pesos, and 
if it were assumed that there is a secular downward trend in 
the minimum ratio of active money to total income (not an 
unreasonable assumption in view of the history of monetary 
usage in the United States), the calculated reduction of idle 
balances during the 1945-48 period might have been more 
than a billion pesos. It seems reasonable, nevertheless, to 
assume that roughly 900 million pesos of money balances 
which were inactive in June—and probably in December— 
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of 1945 had entered into active use by July 1948. This addi- 
tional expansionary factor, it would thus appear, was in the 
neighborhood of two-thirds of the amount of net expansion- 
ary influence exerted through internal factors which did af- 
fect the money supply; by itself this activation of existing 
money was enough to offset nearly two-thirds of the influence 
of the balance-of-payments deficit. 

The history of the 1946-48 period is very instructive for 
policy-makers who might wish to rely upon the self-corrective 
influence of a deficit in the balance of payments. With re- 
serves of about $370 million—equivalent to more than one- 
half of the total internal monetary circulation—officials of 
the Mexican Government might have assumed that there 
was an ample margin of safety. A deficit which would pro- 
voke the loss of half of those reserves would, other things 
being equal, cause a decline in the money supply by one- 
fourth—surely enough to reverse the upward movement of 
prices and to put the squeeze on incomes which were con- 
stantly adding to the demand for imports. That Mexican 
officials were in fact thinking in terms similar to these is 
indicated by their references during 1946 and 1947 to the 
desirability of an import trade balance which would satisfy 
deferred demands, bring in needed machinery and tend to 
reduce prices. 

The hoped-for restoration of equilibrium in Mexico’s in- 
ternational accounts failed to take place, however, largely 
because of (a) inflationary additions to the money supply 
and incomes by the Bank of Mexico and (b) the activation 
of substantial idle monetary balances. 

The unbalanced Government budgets and the expansion of 
national bank operations (both financed chiefly by central 
bank credit) have long been recognized as powerful distur- 
bances to stability of incomes and prices and to the attain- 
ment of equilibrium in a country’s balance of payments. 
Nevertheless, the Mexican Government decided to pursue 
the objective of rapid economic development through the use 
of these financial practices, risking the possibility of obstruct- 
ing the balance-of-payments adjustment and perhaps creating 
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a situation in which depreciation of the peso might be re- 
quired. 


The activation of idle cash balances, in contrast, was not 
‘ widely recognized or fully appreciated. In popular discus- 
sion, both in Mexico and elsewhere, there have been some 
references to the likelihood of idle balances being put to use 
or of an increase in the velocity of monetary circulation. It 
is doubtful, however, if the considerable importance of this 
factor was generally appreciated, either as a contribution to 
domestic inflationary pressure or as a source for capital 
funds leaving the country in search of safety. 


Given inactive monetary balances of the magnitude which 
existed in 1945, it appears that even a prudent policy of 
budget-balancing and banking conservatism might not have 
ensured the operation of the adjustment mechanism accord- 
ing to theoretical expectations under a fixed exchange rate. 
The uncontrollable factor of a shift in monetary habits can— 
and in the Mexican experience very largely did—offset the 
self-corrective influence of the payments balance. Activation 
of idle monetary hoards was itself large enough to nullify 
the direct or primary contractionary influence of gold and 
dollar losses in the general order of magnitude of $175 mil- 
lion. Indirect or secondary contraction of the money supply, 
resulting from a shrinkage in commercial bank reserves and 
pressure for liquidation of bank loans, would also have been 
possible, but subject to the following qualifications: (a) ex- 
cess bank reserves were sizable in 1945, (b) part of the pri- 
mary shrinkage of money would have been in metallic and 
paper currency, which would not put pressure on the com- 
mercial banks, and (c) with tighter credit the velocity of 
monetary circulation, might have risen, i.e., even more idle 
money might have been pressed into active use, unless expec- 
tations of price declines had arisen so as to encourage hoard- 
ing. 

Even if there had been no net domestic forces tending to- 
ward monetary expansion, there might be doubt as to whether 
the balance of payments deficit of over 500 million pesos a 
year would have been corrected in time by the remaining ad- 
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justment factors or whether all available excess gold and 
foreign exchange reserves would first have been exhausted. 
This, however, is the all-important question for formulation 
of foreign exchange policy. If the answer is unfavorable, 
then the authorities must keep larger reserves to protect the 
currency against drains of this magnitude, take more positive 
action to reinforce the workings of the adjustment mechan- 
ism, be more ready to depreciate the currency, or adopt di- 
rect measures more effective than those employed by Mexico 
to protect the balance of payments until basic readjustments 
can be accomplished. 

We may, in viewing the period 1942-48 as a whole, consider 
that the theoretical balance-of-payments adjustment mecha- 
nism gave a fairly good account of itself. True, as just ex- 
plained, the stimulation of income from dishoarding was im- 
portant in the second part of the balance-of-payments cycle, 
but the process of hoarding had earlier operated to absorb 
part of the stimulus to incomes during 1942-45. For the 
period as a whole, therefore, this source of disturbance was 
probably not important in preventing readjustment to an 
initial position approximating equilibrium. The supply dif- 
ficulty during the war and the removal of this obstacle to im- 
ports afterwards was similarly not on net balance much of 
an obstacle to the working of the mechanism of adjustment. 
Unavailability of goods prevented a prompt and sufficient in- 
crease of imports in 1942-45, and allowed the influence of 
external factors on incomes and prices to be larger and to 
continue longer. Although the reserves accumulated in this 
process lost perhaps one-third of their 1942-45 purchasing 
power by the years 1946-48, the adversity of this extraneous 
price influence was largely offset by the postwar price im- 
provement for Mexico’s exports relative to its imports. 


The conclusion seems to follow, therefore, that the basic 
source of disturbance which prevented the expansion-contrac- 
tion cycle from ending on a note of relative equilibrium was 
the official spending and lending which during these six and 
one-half years had a tremendous expansionary effect. That 
this official action had such a profound influence on incomes, 
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prices, and imports is consistent with the theoretical expecta- 
tions both of the classical and the modern theories of adjust- 
ment of the balance of payments. 

The Inter-Parity Period. From the date of abandonment 
of the par value of 4.85 pesos per dollar (July 22, 1948) to 
the establishment of a new parity at 8.65 pesos per dollar on 
June 18, 1949, the Mexican balance of payments apparently 
registered neither large surpluses nor large deficits. The re- 
ported $114 million in reserves of the Bank of Mexico at the 
time of the July 1948 depreciation does not differ greatly 
from the $122 million held at the end of 1948, and there was 
a net decrease of only about $23 million in the entire eleven 
months ending in June 1949, when an estimated $91 million 
was held.} 

The money supply increased by about 350 million pesos in 
the twelve months after July 31, 1948, if we ignore the dis- 
appearance of silver coins after the new parity was set. In 
the last five months of 1948, when there was apparently a 
gain in international reserves equivalent to roughly 25 million 
pesos, the total money supply rose by about 375 million pesos. 
The chief factor responsible for this sharp monetary expan- 
sion was a governmental deficit. There was an increase of 
340 million pesos in federal governmental securities and loans 
held by the Bank of Mexico. This was partly offset by 
liquidation of government bonds and credits at other points 
in the banking system, aggregating about 50 million pesos, 
which suggests a fiscal deficit of nearly 300 million pesos in 
those months. 





21The July 1948 figure was given by Finance Minister Beteta, El 
Mercado de Valores, VIII, No. 30 (July 26, 1948), 2; the December 1948 
figure is the dollar equivalent of the peso value given in Banco de 
México, Vigésimaoctava Asamblea, p. 71. For June 1949 Beteta gave 
$84 million at the time (El Mercado de Valores, IX, No. 25 [June 20, 
1949], 2), but this seems too low, considering the 1949 year-end figure 
of $162.2 million (Banco de México, loc. cit.) and Beteta statement that 
there had been a gain of $63.8 million from June 17 to December 31, 
1949 (El Nacional, January 2, 1950, p. 1), which would give $98.4 
million as the June 17 figure. The $91 million estimate is an average 
between $84 million and $98 million. 
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In the first seven months of 1949, the monetary circulation 
declined by about 30 million pesos (apart from disappearance 
of silver coins). The balance-of-payments losses in this period 
were equivalent to around 150 million pesos,2? and there was 
an apparent fiscal surplus of roughly 150 million pesos, on 
the basis of banking data. The 300 million pesos of mone- 
tary contraction represented by these factors was approxi- 
mately offset by more than 200 million pesos of new credits 
and investments by private institutions on behalf of individ- 
uals and business enterprises and by a similar expansion on 
perhaps a greater scale by national banks. Accurate analysis 
of the figures is impossible, because (a) depreciation of the 
peso in May and June produced some write-ups in values of 
assets to correspond with increased peso equivalents of dollar 
obligations and (b) when rediscounts for national banks were 
terminated in June 1949 many credits formerly rediscounted 
were classified as direct loans. Nevertheless, it seems ap- 
parent that private banks and national banks shared in some 
way an internal credit expansion which almost equaled the 
300 million pesos of deflatonary influence of the balance of 
payments and the fiscal surplus. 

In reviewing the inter-parity period, it is apparent that the 
depreciation from 4.85 to about 6.90 pesos per dollar in 1948 
failed to restore a satisfactory equilibrium to Mexico’s bal- 
ance of payments. The moderate gain of reserves from July 
through December 1948 was followed by renewed losses in 
the first part of 1949. Although the statistics cannot be 
relied on to explain accurately the categories in which weak- 
ness continued in the international accounts, it is well to 
review some of the data in an effort to explain why this 
rather sharp shift in the exchange rate had no greater in- 
fluence. 

Capital flight has frequently been cited as a force of great 


22. A conversion rate somewhere between 7 and 7.5 pesos per dollar 
seems appropriate as a rough approximation for expressing the $20.9 
million deficit in terms of pesos, because the largest losses were prob- 
ably incurred prior to the time in early May when the rate passed 
8 to the dollar. 
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power in short-term balance-of-payments developments in 
Mexico. In 1938, 1939-40 and again in 1948-49 these dis- 
equilibrating speculative movements for funds were respon- 
sible for successive weakenings of the exchange rate and, 
during 1939-40, for occasional strengthening of the peso. Al- 
though official complaints against speculators seem often de- 
signed to divert attention from basic maladjustments, it 
would appear that in the 1948-49 inter-parity period short- 
term capital movements did play a significant role. From 
July to the end of October 1948, there was a heavy outflow 
of private funds to the United States, apparently by persons 
anticipating further depreciation. After the rate had settled 
in the neighborhood of 6.90 pesos per dollar, however, a 
reverse flow occurred, bringing the balances held by private 
Mexicans in United States banks down to $3 million under 
the July 31 level, as shown in Table 3, above. A renewed 
outflow of about $12 million occurred in early 1949, however, 
quite possibly contributing to and encouraged by the fluctua- 
tions of the exchange rate in February. This was reduced 
by some return of funds in March and April, but there was 
then an $18 million loss of short-term funds in May. For 
the period January-July 1949 as a whole there was a net out- 
flow of $19.5 million reflected in higher private Mexican 
dollar balances in United States banks—very close to the 
overall deficit in the Mexican balance of payments for that 
period. 


Imports might have been expected quickly to reflect the 
influence of the exchange rate. The increase from 4.85 to 
nearly 6.90 pesos per dollar raised the cost of foreign goods 
by about 42 per cent. Allowing for the slight increase in 
Mexican wholesale prices and the moderate decline in United 
States prices, the increased cost of foreign goods relative to 
domestic goods apparently averaged about 35-40 per cent in 
the last five months of 1948 compared to the first seven 
months, and this price ratio was maintained during the first 
part of 1949. 

Such a rise in relative prices, coupled with the price elas- 
ticities of demand which would make the price-specie-flow 
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mechanism operate efficiently, should have reduced the dollar 
value of imports appreciably. Actually, imports dropped 
sharply in August, September and October 1948, but rose 
again by December to nearly the pre-depreciation level. The 
average decline of imports compared to January-July 1948 
was about 9 per cent in the last five months of 1948 and less 
than 7 per cent in the first five months of 1949. This pro- 
portion of reduction, applied to the annual rate of imports 
of about $600 million in the months just before the 1948 
depreciation, points to an annual rate of exchange saving of 
about $50 million—enough to cut down but by no means eli- 
minate the heavy rate of previous exchange losses. 

Only after additional depreciation and a firm announce- 
ment of the new par, placing the rate quotation some 78 per 
cent higher than the previous par, did imports fall substan- 
tially—by about 25 per cent from the average of January- 
July 1948. This proportion of decline was enough to elimi- 
nate the 1947 and early 1948 balance-of-payments deficits. 

The behavior of Mexican prices after the fall in the value 
of the peso in 1948 and the late spring of 1949 is of consid- 
erable incidental interest, especially in view of the frequent 
popular political resistance to exchange depreciation on the 
ground that this step will raise prices and especially the cost 
of living. In Mexico events have given the lie to the naive 
assumption that prices will automatically rise after a depre- 
ciation. Of course the characteristically imported goods, such 
as automobiles and machinery, generally rose in proportion 
to the increased number of pesos per dollar. Export commo- 
dities rose too, although the 15 per cent ad valorem tax re- 
duced the amount of increase in their prices. Domestic 
prices, however, not only failed to follow prices of interna- 
tional goods but actually declined according to some indexes. 


Wholesale prices of consumption goods declined from 275.6 
in July 1948 to 269.6 in December of that year and had risen 
to only 280.9 in June and 283.1 in December 1949. The in- 
dex of food costs in Mexico City—comprising about 46 per 
cent of a working family’s budget in a 1934 investigation— 
fell from 435.4 in July 1948 to 424.8 in December, was 434.7 
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in June 1949 and rose to 480.9 by the end of 1949. This rep- 
resented a rise of about 10 per cent in seventeen months, 
while the wholesale index of consumption items was rising 
about 3 per cent and the general wholesale index about 13 
per cent. None of these indexes, it may be noted, came any- 
where near to the 78 per cent increase in the number of pesos 
per dollar in the 8.65 par value compared to the earlier 4.85 
par value. Even these moderate increases of domestic prices, 
furthermore, should be explained chiefly in terms of rising 
incomes (stemming largely from a fiscal deficit in 1948 and 
a balance-of-payments surplus in 1949) pressing against rela- 
tively inflexible supplies of goods, rather than in terms of a 
mystical linkage of domestic to foreign prices after deprecia- 
tion.*3 

Income Influences in the Inter-Parity Period. A logical ex- 
planation for the failure of imports to respond more to de- 
preciation in 1948 may be found in national income move- 
ments. It will be recalled that the level of imports did in 
fact drop quickly and sharply in August and September but 
that a recovery then ensued. This may have been caused 
largely by an increase in the level of national income in the 
late months of the year. 

Income data for Mexico are not published quarterly or 
semi-annually, but nevertheless some estimates can be made 
for periods of less than a year. This can be done by taking 
advantage of some well-known correlations between national 
income and other statistical series, the latter being available 
on a monthly as well as an annual basis. The three best 
correlations are with wholesale prices, check payments, and 
currency in circulation. The first, shown graphically by the 
Bank of Mexico in its report covering 1949,*4 shows that real 


23 A special factor contributing to the moderation of the price rise 
after depreciation was the probable importance of speculative and hedg- 
ing operations. These may ‘have forced prices up unduly, either during 
the months before July 1948 or during the ensuing eleven months, thus 
making possible a smaller degree of price increase after the exchange 
risk was eliminated. 

24 Banco de México, Vigésimaoctava Asamblea, p. 150. 





40 INTER-AMERICAN ECONOMIC AFFAIRS 


income has been rising fairly steadily (as would be expected 
in the absence of unemployment) and that the major fluctua- 
tions in money income are caused by price changes. This 
fact is not of much use in the present analysis, however, be- 
cause it is precisely the short-term changes in real income 
(rather than simply monetary income) which are significant 
for the modern theory of adjustment of the balance of pay- 
ments. 

Two alternative series can be derived from the fact that 
average check payments since 1943 have had a fairly stable 
ratio to estimated national income and that there has been a 
reasonably stable relationship between currency circulation 
(notes and coins) to estimated national income in 1947-49. 
A calculation based on these relationships indicates a rather 
considerable rise in national income after the depreciation, as 
shown below in billions of pesos at annual rates: 

January-July 1948 _... Rinne 
August-December 1948 . 24.3 
January-June 1949 ch Sas 
July-December 1949 _._. ame 26.3 

When these figures are deflated by the wholesale price in- 
dex, there is an indication that real national income rose by 
nearly 5 per cent in the last five months of 1948 compared 
to the first seven months, and that the 1949 level was about 
the same as that attained in August-December 1948. It may 
be significant, furthermore, that the currency and check pay- 
ment data show the greater part of their increases in the last 
three or four months of 1948 with August distinctly below 
the level of October-December. 

A further indication of a rise in real income during late 
1948 is given by the fact that seasonality is important in 
Mexican agriculture and in the latter part of that year there 
were harvested bumper crops, especially of corn, wheat, sugar 
and rice. In addition, the manufacturing production index 
of the Bank of Mexico was at 223 in the last quarter of 1948, 
compared to an average of 217.4 for the year (the second 
quarter, however, had reached 231.5); it seems reasonable 
to infer that the depreciation must have afforded such an 
improvement in the competitive position of Mexican manu- 
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facturing firms as to have assured full-scale operations, and 
expansion in some instances. 

The apparent sharp rise of national income in the last part 
of 1948 can thus help explain why there was only a nominal 
(3 per cent) fall of imports compared to the first seven 
months of the year, in the face of an increased relative cost 
of imports approximately 35 per cent. With a high income 
elasticity of demand for imports, and a high marginal propen- 
sity to import, the income effect might have offset a further 
potential decline of imports of more than 10 per cent— 
which if it had occurred would have restored equilibrium 
at the exchange rate of 6.90 pesos per dollar. 

Export adjustments to such price stimuli as are involved 
either in depreciation or in the classical mechanism of balance- 
of-payments adjustment are generally assumed to operate 
very slowly. In Mexico, furthermore, the export tax absorbed 
about half of the price increment which the 1948 depreciation 
would otherwise have given to exporters. In the Mexican 
circumstances a lag would apply particularly to agricultural 
output, where acreage could not be increased ffor most crops 
at least until the next rainy season (beginning in the spring 
in the most important regions). Mining operations are sub- 
ject to special limitations which made further expansion un- 
likely during 1947-49. In addition, exports of manufactured 
goods have been relatively small except for cotton textile 
exports, which had been decreasing in quantity and price be- 
cause of a declining foreign demand. It need not be surpris- 
ing to note, therefore, that export values in 1949 were about 
8 per cent lower than in 1947 and 1948. The quantity of ex- 
ports was probably not reduced much, if at all, however, be- 
cause in 1949 there was a reduction in world prices for many 
of Mexico’s exports. 

Balance of Payments Surplus August-December 1949. Only 
brief mention can be made of this truncated period, analysis 
of which is made difficult by scarcity of data and inability 
in the time period adopted for study to pursue adequately the 
results of causative factors. 


The last five months of 1949 were distinguished by a sur- 
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plus of $58.9 million in Mexico’s balance of payments **—an 
annual rate surpassing that of any previous full year and 
exceeded only in 1943 as a percentage of national income. 
During these five months other influences on income were 
of minor proportions. Total money supply rose by about 40 
million pesos less than the amount of primary expansion of 
external origin, indicating that on balance the banking system 
per se operated to-extinguish rather than to create money and 
income. The velocity of check payments rose almost 10 per 
cent compared to the first seven months of the year, but the 
generation of monetary income implied by this change ap- 
pears to have been less than one-third of the magnitude of 
the surplus in Mexico’s international accounts. 

The major factor of income generation thus seems to have 
been the balance of payments. The magnitude of its influ- 
ence seems to have been somewhat greater than the combined 
influence of fiscal, balance-of-payments and other forces 
which operated in the corresponding months of 1948. Like 
those forces, this influence produced only a small rise in the 
general wholesale price index (about 11% per cent from July 
to December 1949). In 1949 as in 1948, the price pressures 
were offset by increased production of most agricultural 
crops, corn being an exception in the later year; an index of 
volume of agricultural production computed by the author in- 
creased by almost 10 per cent from 1948 to 1949, notwith- 
standing the poor corn harvest. Following a pattern some- 
what similar to that of the previous year, imports dropped 
sharply after the exchange rate moved from 7 in April to 
about 8 in May and to 8.65 on June 18, but in contrast the 
imports remained at a reduced level for a longer period, 
reaching a low point in September. The recovery of imports 
from $29 million in that month to $37 million in December 
of 1949, like a parallel rise from $36 to $45 million between 
those same months of 1948, may perhaps be attributed to a 
rise in national income and expenditure. Certainly this three- 
month trend cannot be explained by the very small move- 
ments of relative prices during the period. 


25 Banco de México, Vigésimaoctava Asamblea, p. 32. 
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Special Qualifications, 1942-49. The above account of four 
sub-periods within these seven years has ignored a number 
of changed environmental conditions that should not be en- 
tirely forgotten, although on balance these changes probably 
do not invalidate the tentative conclusions reached above. 


First is the tremendous effect of the state of business in 
the United States on the Mexican balance of payments and, 
through psychological influences, on consumption and invest- 
ment within Mexico. The changes in employment, income, 
production and prices in the United States, and to a lesser 
extent in other trading nations, tend to have a much more 
immediate influence on Mexican exchange receipts from ex- 
ports and tourism (the categories which represent 80-90 per 
cent of all international receipts) than do changes in Mexican 
price or employment levels. Furthermore, since wholesale 
prices doubled and national income more than doubled in the 
United States during 1939-49, a strict stability in Mexico’s 
price and income levels would have given rise to a strong 
tendency toward balance-of-payments surpluses toward the 
end of the period, and even a fairly considerable amount of 
internal expansion could have occurred without jeopardizing 
Mexico’s international equilibrium. 

Within the seven years under special examination, we can 
safely state that the United States demand was at a continu- 
ous high level sufficient to assure full employment in all of 
the major Mexican export industries and to encourage expan- 
sion of some. Changes in prices for Mexico’s exports did, of 
course, vary the receipts considerably, especially in 1946-49, 
but the smaller though nearly simultaneous postwar rise of 
import prices (applicable to a larger total value of goods) 
diminished the impact of prices upon the Mexican balance of 
payments. The appearance in 1945 of an enormous export 
trade in cotton textiles and its reduction to modest propor- 


tions by 1949 was a special extraneous export factor that 
should be noted. 


Another important element is what may be termed struc- 
tural changes in Mexico’s balance of payments which indi- 
cate that a number of basic demand schedules were being 
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altered during the years under study. On the import side 
there developed a much higher ratio of import values to 
national income, partly because of a much higher proportion 
of capital goods among imports, associated with the rapid 
economic development of the country. In part this might also 
be attributable to some redistribution of income in favor of 
upper-income classes, who spend a higher part of their in- 
come on imported-goods and foreign travel. A third factor 
affecting the high level of postwar imports was a significant 
but indeterminate amount of deferred demand—in large part 
for those same capital goods and durable consumers’ goods 
that loomed large in recent trade. A fourth (non-structural) 
factor, especially in 1946-48, was the fact that the ratio of 
import prices to domestic prices in Mexico had declined 
considerably compared to the prewar period. 

At the same time that structural or fundamental changes 
thus affected Mexico’s foreign payments, there were develop- 
ing important basic changes in its receipt categories. Ex- 
ports were not disturbed in unusual degree, quantities be- 
ing in the aggregate fairly stable, except for the sharp rise 
in cotton textile exports in 1945-47 and a big increase in 
exports of raw cotton in 1948-49. The tourist industry, how- 
ever, increased from a source of relatively small net receipts 
(about one-fifth the value of exports) during 1938-45 to 
the provider of net receipts one-third as large as all exports 
in 1949. Other unusual developments on the receipts side 
were large-scale earnings of Mexican agricultural workers 
employed in the United States, especially in 1943-46; siz- 
able remittances from the United States for the campaign 
against the foot-and-mouth disease in 1947 and 1949; and 
the receipt of loans and other long-term capital in the years 
1945-49. 


A special influence on trade was the commercial policy 
followed by Mexico. Tariff receipts were declining in pro- 
portion to import values through 1947, but beginning in 1948 
an upward adjustment of tariffs tended to reinforce the self- 
equilibrating effect of the balance-of-payments deficit. Even 
more important were the prohibitions applied to numerous 
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“non-essential” imports in July 1947 and the quotas on as- 
sembly of automobiles within Mexico. Consumer expendi- 
tures diverted from these “non-essentials’” were, however, 
turned in part to foreign travel or other imports, and most 
of the balance was spent locally (rather than saved). Rais- 
ing the multiplier and the general level of national income 
in this manner—and the expansion of income because of new 
investment in the protected new infant industries—presum- 
ably produced the customary important secondary stimulus 
to imports, so that the net saving of exchange as a result of 
the prohibitions may have actually been rather small. 

Certain fundamental changes were also taking place in 
Mexico’s internal economy during the decade of the 1940’s. 
One was the fruition of numerous public works projects; 
these contributed substantially to productivity and thus to 
combatting the inflation which in part had been caused by 
expenditures on those same projects. Another changed fac- 
tor was the increased industrialization of the country, which 
of course altered the import demands of the country, increas- 
ing the requirements for some raw materials and diminishing 
the need for certain types of manufactured articles. General 
economic development also raised the internal demand for 
some goods on the export list, most notably petroleum and 
its products, domestic consumption of which rose until in 
1947 imports very nearly equaled exports. 


Cyclical or other fluctuations in the amount of new pri- 
vate investment (including inventory changes) and in the 
relation of consumption to spendable income are among the 
unknowns. Although these variations may have been of 
special significance, it will be necessary to treat them only 
as reflected in changes of inactive monetary balances, de- 
fined as aberrations of money supply from what would have 
been proportional to national income. A similar area of 
present ignorance is distribution of income and changes in 
that distribution. Furthermore, costs of production have 
doubtless shifted not only with wage rates (which, in con- 
trast to income per capita, appear to have lagged behind 
general prices) and with cost of raw materials but also 
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with technological advances and increased capitalization, use 
of machinery, etc. These elements must perforce be assumed 
away for purposes of this study, either as unchanging or as 
being subject to secular trends that do not affect one sub- 
period more than another.”® 

In summary, the above comments on special qualifications 
do not seem to necessitate abandonment of our simplified 
analysis. The force of United States demand, influential 
though it was on Mexico, was high and fairly steady during 
1942-49, and United States prices affected Mexican exports 
and imports in such a way that changes in the terms of trade 
were less important than changes in the price relation be- 
tween Mexican domestic goods and international goods. Struc- 
tural changes in Mexico’s balance of payments give warning 
against over-emphasis on any single category in the balance 
but do not seen to invalidate the usefulness of assuming that 
nearly all international transactions have a similar influence 
on domestic incomes and that the net surplus or deficit in 
the balance of payments is a good index of that influence. 
Commercial policy changes, coming late in the 1946-48 period 
and with lags in effectiveness, can be largely left out of con- 
sideration for the tracing of theoretical influences which is 
here attempted. Numerous important but imponderable in- 
ternal changes must similarly be neglected, although partly 
covered by attention to changes in idle monetary balances. 
The previous conclusion appears to stand, therefore, that the 
general theory of adjustment of the balance of payments was 
borne out by Mexico’s experience and that the internal mone- 
tary expansion appeared to be the only significant factor that 
prevented an automatic readjustment to equilibrium. 


26It has been estimated that productivity in nine leading manufac- 
turing industries increased by 48 per cent from 1943 to 1949, the 
largest annual increases (each over 10 per cent) being in 1946 and 1949. 
Antonio Carrillo Flores, “La Responsabilidad de la Iniciativa Privada 
en la Industrializacién de México,” El Mercado de Valores, X, No. 37 
(September 11, 1950), 6. 






























Monetary and Fiscal Policy and the 
Balance of Payments in Venezuela 


BY JUAN SARDA * 


I 


The Facts 


Balance of Payments and International Reserves. This 
study aims to deal with some phenomena observed in the 
Venezuelan balance of payments in a short period of past 
years, and to examine its relation to the internal fiscal and 
monetary policy, especially in its anticyclical aspects. 

The Venezuelan balance of payments had shown in the 
past years (until 1950) a lasting and constant tendency to 
display an active balance, but since the beginning of 1950, 
it shows a new tendency which continued through the whole 
year and the first months of 1951, showing a passive balance. 

We can see these facts by comparing the results of the 
inflow and the outflow of foreign currency, dealt through the 
Central Bank of Venezuela, during the last years:! 


(in millions of dollars) 


Inflow Outflow Balances 
1948 - ; 703.4 573.9 +129.4 
1949 rss Sean 683.0 621.2 + 61.8 
1950 . 534.7 616.6 — 81.9 
1951 (1st quarter) ; 137.7 146.7 — 9.0 





* Dr. Sarda is Professor of Economics at the University of Caracas 
and Economic Adviser to the Banco Central de Venezuela. He was 
previously Professor of Economics at the University of Barcelona and 
at the University of Santiago (Spain). 


1 Banco Central de Venezuela: Memoria correspondiente al ejercicio 
anual de 1949 (Chapter IV). B.C.V. Memoria correspondiente al ejer- 
cicio anual de 1950 (Chapter IV). 
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The period when the balance of payments was positive had 
as natural result, the increase in the international reserves 
of the country. On the contrary, the international reserves 
of the country decreased as a consequence of the passivity of 
the balance of payments, lasting through 1950 and the first 
quarter of 1951. In the following table, are given the figures 
of the international reserves held by Venezuela: 


(in millions of Bs) 


Official Reserves Commercial 
(C. Bank and Treasury) Banks Total 
3 Bee.¢ | oe | 1,152.2 52.3 1,111.6 
eee ND ok 1,448.6 49.9 1,398.5 
31. XII. 1950 sees st ee 1,195.5 49.5 1,345.0 
OE ene RR eh 1,069.2 49.0 1,118.2 


Therefore, during the upward phase, the Venezuelan in- 
ternational reserves showed an increase of about Bs 376 
million, while in the downward phase the decrease is about 
Bs 370 million. There is, therefore, an important fluctuation 
(of about 25%) of the reserve, and it will be interesting to 
follow its effects and consequences in the economic evolution 
of the country. 

It has to be noted, that between the facts which result from 
the former tables, is included a deal which took place in the 
first quarter of 1951, when the Treasury sold to the Central 
Bank of Venezuela Bs 100 million in gold, which it had ac- 
cumulated as a special reserve, and which is included in the 
table under the headline of official reserves. This operation, 
implies an action of “desterilization” of a mass of gold, which 
was formerly held by the Treasury, and which is included 
from now on in the reserves of the Central Bank, playing 
thus in the internal monetary system of the country. 

The Balance of Payments and its Internal Repercussions. 
We may take for granted that there is an important in- 
fluence of the balance of payments in Venezuela on the flow 
of National Income because if the phenomenon is common 
to all export economies, it is even more marked in the 
Venezuelan economy, decisively dependent on her mineral 
oil exports. In a rising phase of the cycle, when exports 
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increase, the balance of payments is positive and the internal 
activity is high, while in a recession, the balance of payments 
becomes passive, and the internal activity shows immediately 
a slowing-down rhythm.? 

These remarks apply to all economies dependent on exports, 
and as we have said, it applies also to Venezuela but with 
some distinguishing features. 

The most characteristic peculiarity in Venezuela is the 
direct connection between the balance of payments and the 
Treasury, because for one side the balance of payments 
depends almost entirely on oil exports, while for the other 
side, public income deriving from petroleum production 
amounts to about 30% of the Venezuelan fiscal income. 

The channels through which the outlay of Petroleum Com- 
panies transfers itself to the Venezuelan economy and their 
relative importance are shown in the following figures :* 


Outlay in Goods Salariesand Oil Revenues for 
Bought Locally Wages Public Sector 


(in millions of Bs) 


I a 97.6 702.8 599.7 
ee ae 67.6 599.1 610.0 


These figures show how the effect of the level of activity 
of the petroleum companies exerts itself through two chan- 
nels: to the public sector, by way of the payments to the 
Treasury; to the private sector, through the payment of 
salaries and wages, and through the spending on goods in 
the internal economy. The effect of payments of salaries 
and wages may transmit itself within a certain time lag, 





2This fact is common to all export economies. Cf. Wallich, C.H., 
Monetary Problems of an Export Economy. The Cuban Experience 
1914-1947. (Harvard University Press, Cambridge, 1950, p. 304). “To 
summarize the argument: the balance of payments of a country depend- 
ing on foreign trade, such as Cuba, typically tends to be active in 
booms and passive in depressions. Exchange reserves rise during the 
upswing and decline in the downswing and there thus tends to be a 
clear conflict between internal and external stability.” 

3B.C.V. Memoria correspondiente al ejercicio de 1950, 3-IV and 6, 
7-VI. 
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and subject to the individual behavior of income receivers, 
and the direct spending of the petroleum companies in the 
internal market is of rather moderate size. Therefore, the 
most direct and powerful effect of the activities of petrol- 
eum firms in their current payments is directed to the public 
sector. 


The former figures show also that during 1950, while 
there was a decrease in outlay of the petroleum companies 
in the private sector, there was no decrease in the flow of 
payments to the public sector. This tendency seems due to 
the fact that current oil activity did not diminish in the 
course of the year 1950, but what happened was that a 
decrease appeared in the investing activity of petroleum 
companies. The consequence was the decrease in the inflow 
of foreign currency through the balance of payments.‘ There- 
fore, we can underline as an important fact occurring in 
the year 1950 a decrease in the investment of foreign capital 
for oil enterprises as a cause of the diminished income of 
foreign currency. 


The Fiscal and Monetary Policy. While the balance of 
payments and the international reserves follow the evolu- 
tion which we have shown, the following general line of 
fiscal and monetary policy of Venezuela can be established. 

On one side, the public sector pursues a fiscal policy which 
results in a surplus in the years 1948 and 1949, changing 
afterwards the tendency, and ending the year 1950 with a 
large budgetary deficit. The figures are as follows: 


4Cf. B.C.V. Memoria correspondiente al ano 1950. p. 3-IV: “In the 
last 3 years the inflow of foreign currency derived from petroleum has 
marked the following diminishing rhythm: in 1948 came in $675.16 
million, in 1949 $664.40 million and $522.26 million in 1950. This de- 
crease of investment of the companies in Venezuela . .. in 1948 of 
$448.22 and in 1949 of $314.70 million. We do not have the figures 
corresponding to the investments of the companies during 1950, nor 
the part which refers to the expenditures in the country which there- 
fore causes the inflow of foreign exchange. However, certain indica- 
tions of the decrease of investment .. .” 
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(in millions of Bs) 


1948 1949 1950 
Revenue — ; ie ea eS 1,776.4 1979.6 1,898.9 
Expenditure __ : 1,648.8 1955.0 2,059.0 
Surplus or Deficit +132.7 + 24.6 —160.1 


Of course, the result of the fiscal policy of the years 1948 
and 1949 was an increase in the cash reserve funds of the 
Treasury, while the policy of maintenance and even increas- 
ing public expenditure in the year 1950, combined with a 
lower fiscal income, was accomplished drawing on the cash 
reserves. The decrease of the Treasury’s cash reserves 
caused at the beginning of 1951 (February) even the ‘“‘de- 
sterilization” of the Bs 100 million in gold, mentioned 
above. This gold was sold to the Central Bank which sup- 
plied the Treasury with reserves of currency to meet its 
financial requirements. 

While we can see in this period a fiscal policy where sur- 
plus and deficit combine to show a marked anticyclical ten- 
dency, the monetary policy moves along more tempered lines. 
The figures of monetary circulation are as follows (includ- 
ing notes and coins held by the public, and demand de- 
posits) :° 


31. XII. 1947 1.097.5 million Bs 
31. XII. 1948 1.380.3 re ss 
31. XII. 1949 1.536.9 
31. XII. 1950 1.575.4 
Sl. III. 1951 1.590.5 


The former figures show that in the period of the years 
1948 and 1949, monetary circulation increases rapidly, while 
the Treasury has a surplus, that is, drains money from cir- 
culation. During the year 1950 and the first months of 1951, 
these tendencies are reversed; monetary circulation increases 
in lesser extent as to the budgetary deficit. To a certain 


5 B.C.V. Memoria correspondiente al ejercicio anual de 1949 (Chapter 
VI). B.C.V. Memoria correspondiente al ejercicio de 1950 (Chapter 
Vi, p. 6 and 12). 

6 B.C.V. Memoria correspondiente al ejercicio anual de 1950 (Chapter 
V). B.C.V. Boletin Interno, May, 1951. 
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point, the monetary and credit policy—Central Bank and Pri- 
vate Banks—follows a line contrary to the fiscal policy, being 
expansive when it was restrictive and vice versa. 

An Anticyclical Policy? The tendencies which we have 
established show, in reference to the public sector, a behavior 
which can be easily called anticyclical. It is a policy, whose 
main features in the fiscal aspect consist in having a surplus, 
and therefore, draws money from circulation when the balance 
of payments, pushed by a strong inflow of foreign currency, 
shows an active balance and expands the internal economic 
activity. But when, through a diminished inflow of foreign 
currency through the balance of payments, the internal acti- 
vity could experience a depressing effect, it maintains and 
even increases outlays arriving as far as a budgetary deficit 
(pouring money into circulation). Such a fiscal policy, ap- 
plied to an essentially export economy like the Venezuelan, 
whose balance of payments influences immediately and deci- 
sively the flow of income and the level of activity, has a 
stabilizing effect on the fluctuations of external origin, and 
in this sense it has an anticyclical character. 

It may be asked, perhaps, if this policy, which was not 
followed by the banking system, was really a deliberate and 
conscious policy. It could be considered that fiscal expendi- 
ture moved simply on an increasing line, maintained also dur- 
ing the year 1950, because it rested on the basis, that even 
though being less the income of foreign currency, certain 
aspects of fiscal revenue, precisely those having their source 
in oil production, did not diminish (600.0 million in 1949 and 
610.3 million in 1950) because the current activity of petrol- 
eum exporters was maintained. It only perceived, therefore, 
that there was a certain change in the economic trend caused 
by a diminished inflow of foreign payments, through the de- 
crease of other revenues from taxes more connected with the 
evolution of home income. (For instance: decrease in in- 
come taxes from 580.4 million in 1949, to 378.7 million in 
1950). 

But it must also be taken in consideration that the idea 
of anticyclical policy was already in the air. A proof of this 
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fact is that the Treasury had a reserve of Bs 100 million in 
gold, accumulated in a period of surpluses, with the purpose 
of creating a stabilizing reserve. Moreover, it is known that 
on other occasions, there was discussion of the objective of 
this reserve, and about its use as an anticyclical instrument.’ 

In any case, it cannot be forgotten that a fiscal policy, 
whose goal is to maintain the level of outlay with a rhythm 
to counteract cyclical fluctuations induced by the interna- 
tional balance, is a policy which corresponds to the “new 
orthodoxy” on the subject. Even more, this policy is not only 
recommended for the purpose of maintaining the internal 
level of activity and full employment, but also to contribute 
to the maintenance of international stability, through a con- 
stant demand for imports.* This policy accords with the 
spirit of the international monetary conventions (the Inter- 
national Monetary Fund) whose aim is to assure interna- 
tional liquidity, in order to maintain the stability of inter- 
national trade. 


7 See R. Prebisch, Dictamen acerca de los anteproyectos sobre Moneda 
y Bancos, Primera parte: el Banco Central (Caracas, 28 de Julio 1948), 
p. 16: “It corresponds primarily to the same Treasury to constitute 
previous reserves for the contraction period and thus has been under- 
stood by the Minister of Finance when he accepted in principle the 
idea to supply the Central Bank with the initial sum of 100 million 
Bolivares in gold by transferring the bullion which the Treasury has 
accumulated... ” 

8 As a description of the policy recommended currently, see National 
and International Measures for Full Employment. (United Nations, De- 
partment of Economic Affairs, Lake Success, New York, December, 
1949, p. 49): “The objective of full-employment policy in its interna- 
tional aspects is to create conditions under which any particular country 
will so behave in its international economic relations as not to prevent 
other countries from maintaining the stability and prosperity of their 
economies. Attainment of this objective requires both, the achieve- 
ment of overall equilibrium and the maintenance of stability in inter- 
national economic relations. These two aspects, though distinct, are 
closely related. Stability in international trade cannot be maintained 
when the balances of payments of individual countries are in serious 
desequilibrium; and balance of payments equilibrium cannot be main- 
tained if the demand or supply of individual countries for internation- 
ally traded goods is unstable.” 
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Of course, this is quite the contrary of what would be 
recommended by a policy of classical shape, confronted with 
a disequilibrium of the balance of payments. This doc- 
trine would recommend, if confronted with diminished in- 
flow of foreign currency which would cause a loss of inter- 
national reserves, to allow that as a consequence of this fact 
a contraction of the internal monetary circulation would 
take place, increasing even its effects with a rise of interest 
rates. So it would obtain a fall in internal prices in relation 
to the international level which would cause an increase in 
the competitive capacity of export products or a substitution 
of imported products for others of home production. This 
process, or its alternative of changing the exchange rates, 
would bring the readjustment of the balance of payments.® 

One cannot be such a partisan of the classical position as 
not to see that, in an economy essentially dependent on ex- 
ports, formed by products of very inelastic demand and with 
little productive diversification in the internal sector, this 
policy could endanger the stability of the whole economic 
system. It would mean, therefore, to be exceedingly at- 


®Cf. For instance Rueff, J., L’état actuel du systéme des pcaiements 
internationaus, p. 15: “Toutefois il ne suffit pas de montrer qu’un 
mécanisme stabilisateur sensible et efficace ne peut pas ne pas exister; 
il faut en preciser la nature. ... En régime de monnaie convertible le 
mécanisme est plus complexe. Les explications classiques appuyées sur 
une théorie purement quantitativiste, me paraissent plus difficiles a 
admetre. J’ai exposé dans le Chapitre XXIII de mon ORDRE SOCIAL 
—consacré aux échanges internationaux—une théorie que me parait plus 
exacte. Elle est fondée sur les liens qui existent, toutes les conditions 
égales, entre le mouvement d’or et le revenue global. Tout déficit de la 
balance de paiements entraine demands d’or a la banque d’emission. 
Mais pareille demande s’excerce hors marché. Les personnes qui la 
formulent, si elles ne modifient pas leurs encaisses, ont obtenu les re- 
sources necessaires a l’achat du metal par un offre sur le marché. Le 
déficit suscite donc, 4 concurrence de son montant, offre sang demande. 
Par la il tend &@ provoquer une baisse du niveau géneral des prix 
interieurs, qui a, sur la difference entre celui-ci et le niveau général 
des prix étrangers en monnaie nationale, la meme influence qu’une 
hausse du cours des changes et tend, comme pareille hausse, 4 retablir 
l’equilibre de la balance de compter.” 
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tached to the “old theory,” to claim its rigid application in 
a country like Venezuela. 


II 


The Nature of the Problem 

Characteristics of the Maladjustment of the Balance of 
Payments. It is now necessary to examine the facts from 
a wider point of view, in order to extract some concepts on 
which theoretical reasoning can work out an advisable policy. 

We are confronted with the question of the nature of 
economic fluctuations, and their effect on an export and on 
an expanding economy. In the case of an export economy, 
a policy of maintaining a constant fiscal outlay in a phase 
of slowing down exports—as was done in Venezuela—would 
very much imperil the international liquidity of the country 
and consequently its long-range development, to be recom- 
mended without further consideration. In those cases, there 
has been discussion of the conflict which exists in export 
economies, between their internal and their international 
stability.'° 

The conflict certainly exists and it can be related to the 
characteristics of the economic fluctuations confronting an 
export economy and affecting its position in the interna- 
tional situation. 

Therefore, when we deal with a disequilibrium in the bal- 
ance of payments caused by external factors, we have to ask 
before which type of phenomenon we find ourselves, that is: 

a) Are we confronted with a maladjustment caused by an 
international short-run fluctuation, which determines a de- 
crease of the exports of the country? 

b) Or do we find ourselves faced with a maladjustment of 
fundamental character, due to structural changes in the 
economy of the country or in the international economy, 


10 Cf. Wallich, C.H., op. cit., p. 302: “The conflict of external versus 
internal stability has sometimes been exaggerated and its existence has 
certainly been taken for granted more indiscriminately than was war- 
ranted, but for Cuba the conflict is a very real one. This follows in- 
exorably from Cuba’s dependence upon foreign trade .. .” 
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which determines a long-term change in the international 
economic position? 

A disequilibrium of the first-type would be due essentially 
to a decrease of the flow of expenditures or investments, 
which affects goods and activities of the exporting country, 
caused by a general diminishing of the international activity. 
It would mean the impact produced on the export economy 
by the propagation of a wave of slowing-down activity, origi- 
nating in the great importing centers. For instance, in the 
case of Venezuela, originating usually in the U. S. A. 

In this case, the effect of an anticyclical policy, put into 
effect by purely monetary, quantitative, means, with losses 
of international reserves or through international credits (or 
of the I.M.F.), would be absolutely correct because the dis- 
equilibrium would be temporary. Moreover, the repercussions 
of an anticyclical policy, put into effect by various export 
economies, connected with a big importing center, would con- 
tribute to determine that the center would normalize its 
spending, re-establishing thus the international equilibrium. 
The reserves lost by a country—by Venezuela in our case— 
would have contributed in another place—in another country 
—to the maintenance of the level of activity whose effects 
would not delay to return to the first country, restoring thus 
its balance of payments equilibrium. 

But the phenomenon can be of another type. It can be 
due to a change in the internal economic structure of the coun- 
try, or to fundamental changes in the international economy, 
which affects the export position of the country. (For in- 
stance, in the case of Venezuela, there could be mentioned 
the development of mineral oil resources in other parts of 
the world). In this case, we are confronted with a funda- 
mental disequilibrium, a long-term change in the volume 
of exports and in the flow of foreign currency. In this case 
naturally, an anticyclical policy of purely quantitative type, 


11“On the distinction between Cyclical and Fundamental Maldajust- 
ment, see Triffin, R., “National Central Banking and the International 
Economy” (International Monetary Policies. Board of Governors of 
the Federal Reserve System, Washington, D. C. September, 1947). 
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would be wholly inadequate to deal with the problem, and 
it could only end in a financial break-down. 

It is not our purpose to determine with which class of 
phenomenon we are dealing in the maladjustment of the bal- 
ance of payments of Venezuela in the recorded period. Prob- 
ably there are short and long run elements in the phenomenon 
which would be very difficult to disentangle.’2 We are only 
interested in showing the different characteristics that a 
disequilibrium of the balance of payments can have, and 
therefore, to show that the monetary and fiscal policy which 
is developed, has to take in account both aspects, and three- 
fore, it has to follow a comprehensive line. 

The Mechanism of Disequilibrium and Readjustments. 
Whatever the nature of the phenomenon which causes a 
disequilibrium of the balance of payments of an export 
economy, the form in which it begins and operates usually 
takes the following pattern. 

We have to take as a starting point, that in the unstable 
conditions of our times, the expectations of entrepreneurs 


12 B.C.V. Memoria correspondiente al ejercicio anual de 1950, p. 9-IV. 
There we can see reflected both aspects of the problem. 9-IV: “The 
extraordinary and sustained high level of our oil exports, the light 
improvement of prices of crude oil in international markets and the 
intensification of investment activities of the petroleum companies on 
one hand, and on the other, the normal rhythm of outflow of foreign 
currency, account for an increase of income with the re-establishment 
of the equilibrium and even with a positive difference in our balance 
of payments in the near future. On account of the present rhythm 
of the international economy, and the conditions of our own economy, 
the trend of last year has to be qualified as a temporary phenomenon 
and not as a structural passivity of our balance of payments.” 

In another place, p. 9-IV: “There is a fact which is worth noting: 
the active difference of our balance of payments in the years 1948 and 
1949 was due mainly to the great investments which were made by the 
petroleum companies in these years, that is to say, to a phenomenon 
temporary and limited in time; once finished the corresponding new 
works, the active balance disappeared on account of the accelerated 
rhythm of income formation and the great propensity to consume im- 
ported products to which we refer above, our exchange market absorbed, 
not only the income of current oil exports, but also the part which 
corresponds to the investments made by the companies. 
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are elastic, that is, they tend to over-estimate the possibili- 
ties of rising or sinking of future prices in relation to some 
immediate sign.™’ So it is very easy that, confronted with a 
present rise of some prices, entrepreneurs tend to increase 
their stocks and accelerate their purchases, believing in fu- 
ture and new rises, and therefore, they tend to lower their 
reserves of liquid cash. When this happens in a country 
depending essentially on its foreign trade, this tendency can 
be manifested in an increase of imports or simply in the 
maintenance of the level of external expenditures, when 
there are already forces at work, which will bring a slowing- 
down of internal demand and the saturation of markets. 

When entrepreneurs, now short of liquid reserves, are 
aware of this fact, the elasticity of expectations can operate 
again, but contrarily. In other words, they can cause a 
sudden change of tendency with a run towards the increase 
of liquid cash, a delay in spending and the appearance of a 
crisis with its consequences of depression and unemploy- 
ment. 

In a country with a high marginal propensity to import, 
the effects of this situation would result in an immediate 
decrease of imports, and the re-establishment of the upset 
equilibrium of the balance of payments.'* And in this way, 
there would have been paid, as a price for the rapid read- 
justment of the international position, a great upsetting of 


13 The concept of elasticity of expectations is defined by J. R. Hicks 
in “Value and Capital,” p. 105, as the ratio between the proportional 
increase which is expected in price to the proportional increase in pres- 
ent prices. Therefore, calling the present price Po, and the expected 
price Pt, at the moment t and being y the elasticity of expectations, 
the mathematical expression of the idea would be: 
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the internal conditions with their consequences in order of 
slackening of activity, lost working hours and failure of in- 
vestments. 

If a country can resist this cure, it is certain that its ex- 
ternal position will be restored in the short as in the long 
run. Because the effect of the upsetting of internal condi- 
tions, if it is lasting, will start a movement for a realloca- 
tion of resources, an alteration of the rewards of factors 
and a readaptation of the cost structure. 

The adoption of an anticyclical policy is certainly justi- 
fied by the aim of avoiding a depression situation caused by 
a disequilibrium of the balance of payments, to avoid a cure 
which could be more severe than the illness. 

But in avoiding the upsetting effects, we avoid also the 
readapting ones. Therefore, an anticyclical policy, put into 
effect through indiscriminate spending, in order to counter- 
act a depressive effect caused by a decrease in exports, can 
only hope to be successful if the maladjustment of the bal- 
ance of payments is a purely short-term phenomenon, which 
disappears through the sole action of external forces. Be- 
cause such a policy endangers the external liquidity of the 
country, without starting any movement for internal re- 
adaptation. 

Therefore, a policy aiming at a long-term stability of an 
economic system, has to take into account that while it main- 
tains the level of internal activity, it has to influence the 
internal economic structure, so as to adapt the economy to 
a possibly changing external position. It has, for instance, 


14 See F. W. Paish, “Banking Policy and the Balance of International 
Payments.” Economica (N. S.) November, 1935. Reprinted in Read- 
ings in the Theory of International Trade (Philadelphia, 1949), p. 54. 
“In the light of the foregoing discussion, it seems clear that it is only 
in high MPI countries that the consequences of an attempt to adjust 
an adverse balance of payments by means of a restriction of bank 
credit and rise of interest rates can be predicted with any confidence. 
In high MPI countries, unless local business prospects are so favorable 
that expenditures are maintained in the face of a rate of interest high 
enough to draw sufficient long-term investments from abroad, the 
balance of payments will be adjusted mainly by a reduction in imports.” 
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to tend to limit imports, and substitute them with internally 
produced goods, or shift resources to other economic sectors 
more apt for exports in the new situation. Briefly, it has 
to create certain structural changes. 

The diversity of aims can be in many cases contradictory, 
and the end of these contradictions could be only an econo- 
mic break-down of a policy of direct controls. But in many 
cases, if an economic policy of long range has prepared re- 
serves adequate to put in practice a broad action with quan- 
titative and qualitative means, or if international coopera- 
tion is strong enough to come to the rescue of a country 
surrounded by economic difficulties, a policy could be started 
covering the whole field. 

A distinguished modern economist, Milton Friedman, has 
said that modern theory has overstated the relative impor- 
tance of the problems, by insisting predominantly on the 
short-term goals, disregarding the more permanent objec- 
tives for the long run.’° In our previous setting of the case, 
we have tried to present both sides of the question. 


III 


A Proposal of Policy 
The Role of the Central Bank. Probably the practical 
solution for a policy which would cover the anticyclical 
objectives in the short run of an export economy, and at 


15 Qn the relative importance of the problems of short and long-run 
terms, see M. Friedman, “A Monetary and Fiscal Framework for 
Economic Stability,” American Economic Review 38 (1948), reprinted 
in Readings in Monetary Theory (Philadelphia, 1951): “During the 
19th century the problems of the day were of a kind that led economists 
to concentrate on the allocation of resources and, to a lesser extent, 
economic growth, and to pay little attention to short-term fluctuations 
of a cyclical character. Since the Great Depression of the 1930’s this 
emphasis has been reversed. Economists now tend to concentrate on 
cyclical movements, to act and talk as if any improvement, however 
slight, in control of the cycle justify any sacrifice, however large, in 
the long run efficiency or prospects for growth of the economic system. 
Proposals for the control of the cycle thus tend to be developed almost 
as if there were no other objectives and as if it made no difference 
within what general framework cyclical fluctuations take place .. .” 
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the same time, the long-term needs of a rapid developing 
economy, would be a well balanced transaction. 

In an economy which does not depend on foreign trade, 
the anticyclical objectives and the more permanent ones 
of the evolution at the long run, can possibly be left wholly 
in the hands of fiscal policy, the Government being the cen- 
ter which determines the volume of national income. In an 
essentially export economy, this can not be done, because 
the volume of national income is determined by external 
conditions. Its policy, therefore, has to take into account 
this fact, and take as a basis that it has to put together 
these two goals; a) the maintenance of a steady level of 
internal activity, which smooths the effects of external 
fluctuations, and b) the defense of the international liqui- 
dity of the country, and the stability of the economic de- 
velopment in the long run. 


As a matter of fact, remembering what we said above 
on the internal effect of balance of payments maladjust- 
ments, it seems more convenient that the first anticyclical 
reaction be more flexible and in this sense be attributed 
to the Central Bank as head of the credit system. An 
anticyclical policy put into effect by the banking system 
will operate always in a more elastic way, responding to 
the needs of the internal money market. This market will 
indicate the moment when entrepreneurs, who have accele- 
rated too much their purchases and lowered their liquid 
cash reserves, begin to perceive, confronted with a slowing 
down in the rhythm of their sales, the need to reinforce 
their liquid cash. 

Then they will draw on their banking availabilities and 
will demand new bank loans. And the banking system 
pressed by this demand of liquidity, will go to the Central 
Bank, reducing their liquid accounts and discounting their 
assets. In this moment the Central Bank as an ultimate 
source of cash, can start the adequate policy of money crea- 
tion, using the different tools at its disposal and carrying 
this policy to a wider extent.'® 

The effects of this type of anticyclical policy, compared 
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with another one in which the fiscal policy takes the lead, 
is that it certainly smooths in the internal sector, the effect 
of a depressive wave coming from the external sector, but 
at the same time, it can have more effective readjusting 
effects on the balance of payments. Importers could raise 
their demand for loans to cover their increased need of 
cash, but at the same time, they would combine this be- 
havior with a certain slowing down of their buying, and 
therefore, of their imports, until they liquidate their stocks. 
It is logical, therefore, that the balance of payments will 
tend to be readjusted through a decrease of imports and 
that the position of international reserves of the country 
will thus be better defended. 


One has to add that this policy of centering the short- 
run, quantitative policy on the Central Bank has other ad- 
vantages. It employs the instrument of interest policy, not 
only as a mean to influence the cost to entrepreneurs to 
hold large stocks of goods, but also the investment rhythm 
at the long-run. 


Therefore, it appears necessary to give, in the Venezuelan 
case, more powerful weapons of anticyclical policy to the 
Central Bank. The present legislation provides some instru- 
ments of action which seem, however, too limited for the 
needs of the future, and some of them have not been put 


16 E. Lindhal, “The Problem of Balancing the Budget,” Studies of the 
Theory of Money and Capital (New York, 1939), p. 356. “In view of 
the intimate dependence of the internal economic situation on the regu- 
lation of interest on loan rates by the Central Bank, and on the 
relation of the national currency to that of other countries, there can, 
in my opinion, be no doubt that any smoothing out of trade fluctua- 
tins regarded as desirable should be attained primarily through mone- 
tary measures. The primary responsibility for trade cycle policy must 
accordingly lie with the Central Bank, since it is intimately concerned 
with the responsibility for the care of the monetary system. Public 
policy can, therefore, only be a supplementary instrument, and should 
if possible, be coordinated with the policy pursued by the Central Bank. 
Myrdal and the Unemployment Commission seem to be of the same 
opinion on this point... .” 
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into practice.'* The sense of the reform seems to be clear: 
it would be necessary to give wide means to the Central 
Bank to regulate the volume of money by discounting bills 
and operating with Government Bonds and securities, in- 
fluencing thus the money and the capital market.'® 

On the other hand, this reform would bring to a culmina- 
tion the evolution which began in Venezuela ten years ago 
with the centralization of fiduciary issue in the Central 
Bank. 

Some Peculiarities of the Venezuelan Economy.—One has 
to agree that the application of a policy of the preceding 
type in the Venezuelan case could raise certain difficulties, 
if other circumstances which constitute its strong peculiari- 
ties are not taken into consideration. We refer to the pre- 
dominance of oil production and the particular connection 
of this economic sector with the others that constitute the 
National Economy. 

There has to be distinguished clearly in Venezuela three 


17 Carlos Rafael Silva: “Los Diez Anos del Banco Central,” published 
in C.E.S., Caracas, January, 1951: “The Central Bank has performed 
wholly the legal functions assigned in the measure that it has had the 
necessary means. Some of them have not been exercised because the 
economic structure of the country has made them impracticable for the 
Central Bank... .” 

18 See R. Prebisch, Dictamen acerca de los Anteproyectos sobre 
Moneda y Bancos. Professor Prebisch proposed the introduction of 
several modifications to the Central Bank Law, intended to create the 
instruments of anticyclical action. The leading provisions of this policy 
proposed by Professor Prebisch are indicated in the following form: 
“The fundamental purpose of the bank is to promote the stable growth 
of the Venezuelan economy with the maximum employment of its pro- 
ductive factors within the framework determined by the economic and 
financial policy of the State. With this purpose, the Central Bank: 
a) will tend to smooth the unfavorable repercussion of external fluctua- 
tions, abstaining of its faculties of monetary issue in the periods of 
strong expansion in order to employ them intensively in contraction 
periods, with the purpose of maintaining a high employment level and 
the internal economic activity; b) will accumulate great gold reserves 
during the periods of rise in order to dispose of them at contractions, 
so that its credit policy develops without endangering the external value 
of money; c).......” 
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very marked economic sectors: the private and the public 
sector, and the petroleum companies sector. 

In order to characterize the sector of petroleum firms, 
it has to be noted that in one aspect they can certainly 
be treated as Venezuelan entrepreneurs, who export nearly 
their total production and therefore, are guided in their 
behavior by considerations of international demand and 
prices. In this sense, these firms would not be different 
from an exporting sector of the Venezuelan economy. 

But in addition, it must be considered that these firms 
are financed from outside of the country. Their capital 
provision for new investments, the cash levels which they 
wish to maintain, all their behavior in this aspect, is deter- 
mined by foreign conditions. In this sense, these firms are 
to be considered in the Venezuelan economic complex as 
foreign investors. 

In this different fashion, the effects of their economce 
behavior are directed also to different sectors of the internal 
Venezuelan economy. On account of their connection with 
the Treasury through taxes, royalties and other revenues, 
the level of their current activity affects in the first place 
and directly the public sector. Any change in the activity 
of these tax-payers reflects then in the revenue of the 
Treasury. 

On the contrary, the decisions of these firms, in their 
aspect as foreign investors, with respect to the rhythm of 
their investments or the cash levels which they wish to 
maintain, will produce their effects on the private sectors of 
the Venezuelan economy, without, in the first moment, the 
public sector noticing any sign of this movement. The pri- 
vate sector, either industrial or commercial or the banking 
system, is more directly affected through the change in the 
volume of spending or the cash levels, which they maintain. 

It is evident that the two-front and to a certain point in- 
dependent impacts of the actions of such an important ele- 
ment as the petroleum companies on the internal sectors of 
the Venezuelan economy, can have as a result—and it cer- 
tainly had, as is shown by the experience of the year 1950— 
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disconnected and uneven effects on the public and private 
sectors. 

Every measure directed to increase the degree of connec- 
tion between the different sectors of the Venezuelan econo- 
my, would be, therefore, always recommendable. 

It has to be noted that the liquid cash reserves, which 
the petroleum companies maintain in Venezuelan currency, 
have a great importance as a link between the external and 
internal activities of such entities. The cash reserves are 
actually formed by the counterpart of exports, which the 
companies need to convert into Venezuelan currency for pay- 
ments in the internal economy, or by the counterpart of 
inflow of capital for investment. These reserves concen- 
trate, then, both aspects of the activities of the petroleum 
companies: as exporters and as foreign investors. It would 
therefore be advisable that the behavior of oil companies 
in their liquidity policy have a direct repercussion on the 
internal Venezuelan money market, in order to make the 
reaction of this market easier and more flexible. It would 
therefore be a convenient measure that petroleum compan- 
ies have a part of the large liquid reserves which they main- 
tain, invested in Venezuelan securities, for instance Treas- 
ury Bills or Bonds or other securities. The internal market 
operations with these securities would thus automatically 
compel the credit system, in whole and in the last instance 
the Central Bank, to take the adequate steps. 

The Fiscal Policy. The previous proposals refer to a 
better articulation of the Venezuelan monetary mechanism, 
in order to smooth cyclical fluctuations with merely quan- 
titative methods, and with effects in the short-run. But at 
the same time is necessary that every policy take into ac- 
count that the external liquidity of the country has to be 
defended and that it is necessary also to assure the stable 
development of the economy in the long-term. It is in this 
sense that the monetary policy would not be large enough; 
these new problems will require the wider cooperation of the 
fiscal policy. 

It has to be taken for granted that if in the short run 
the monetary and fiscal policy have to operate upon a broad 
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base of accord, in the long-term goals the primacy corre- 
sponds to the fiscal policy. Only this one has the necessary 
wide range and can employ qualitative instruments of ac- 
tion. 

The norm of fiscal policy, in an expanding economy like 
the Venezuelan, should be to maintain rigidly the rule, not 
to surpass in its current expenditure the limits of current 
income. And there are good reasons to maintain this rule: 
in an expanding economy there is always great need of 
capital for new investment, and the fiscal policy should 
never waste on current or consumption expenditure the 
funds which are badly needed for economic development. 
This position is, therefore, exactly the opposite to the case 
of a mature economy. 

It would be, therefore, very proper to the needs of 
Venezuela to establish a distinction between current and 
capital budget, but taking into consideration that there had 
to be taken as capital funds at least one part of the revenue 
deriving from oil production. Logically, revenue from oil, 
not only includes rents or shares in profits of oil produc- 
tion, but also the amortization of a capital which has to be 
replaced. In this sense the fiscal policy of Venezuela would 
have to show some unique characteristics. 

Then, the rule of fiscal policy would have to be to main- 
tain rigidly in balance the budget of current expenditures 
and revenues, while the capital budget could be operated 
with a stabilizing criterion. It could accumulate wide re- 
serves in the rising periods—and increase in saving—to 
spend them in the depression phases. 

Budgetary and fiscal policy has, in fact, a very wide 
range of qualitative weapons not only to influence the 
temporal movements of the economy, but also its structure.’® 
Therefore, it seems impossible that the great strains that a 
transitional world imposes on the economy of every country 
could be overcome without a flexible and intelligent fiscal 
policy. 


19See J. R. Hicks, The Problem of. Budgetary Reform (Oxford, 
Clarendon Press, 1948), Chapter VI passim. 





The Establishment of the British 


Investment in Argentina 


By H. S. FERNS* 


Before the outbreak of World War II British investments 
in Argentina were, with the exception of their investments in 
the United States, the largest group of British investments 
outside the British Empire and Commonwealth. This im- 
portant British interest developed upon foundations laid 
and in accordance with a pattern established during the years 
1862-1875. It is the purpose of this paper to tell something 
about these beginnings. 

British investors first endeavored to establish an interest 
in the River Plate provinces during the years 1824-1829. 
Their investments in public funds and joint stock enterprises 
during these post-revolutionary years failed completely. The 
loan of 1824 involving an obligation of nearly £1,000,000 on 
account of principal was never repaid in accordance with the 
terms of the bonds, and thirty years elapsed between the 
date of default and the re-establishment of the bondholders’ 
claims. Mining companies, land companies and immigration 
companies were all alike failures. The Banco de Buenos 
Ayres modelled on the Bank of England and owned very 
largely by Anglo-Argentine merchants had been transformed 
into the Banco Nacional in 1826, and, thus brought more 
directly under control of the state, contrived to survive until 
1836; but in that year it was closed. During the regime of 
General Juan Manuel Rosas foreign financial interest in Ar- 
gentina may be said to have come to an end. Indeed, the 
epoch of “federalism” dominated by the figure of Rosas was 
a period of almost continuous war, sometimes hot, sometimes 


* The Faculty of Commerce and Social Science, University of Bir- 
mingham, England. 
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cold, with foreign states. 

In spite of Rosas’ xenophobia and of the failure of British 
trade with Argentina to expand during these years as rapidly 
as British trade generally,! the period 1829-1852 was one of 
considerable importance in Anglo-Argentine economic rela- 
tions. British, and particularly Irish and Scottish, shepherds 
helped to establish the wool industry and to add wool and 
tallow to the short and inadequate list of Argentine export 
staples. Wooi production in Argentina increased from 6,000,- 
000 in 1830 to 21,000,000 pounds in 1850, and the produc- 
tion per head increased from 2.3 pounds to 3 pounds.2 On 
the estancias of Messrs. Harratt and Sheridan, the most cele- 
brated of the British sheepmasters, production was from 6 to 
8 pounds per head from sheep and from 10 to 12 pounds from 
rams. Harratt and Sheridan made fortunes from their stud 
flocks. Young and Sterling were legendary figures; Scot- 
tish carpenters turned land-owners and sheepmasters, they 
bought land at twenty pounds per square league and before 
they died they possessed vast wealth and lands broad as 
medieval kingdoms. Another Scottish shepherd, who first 
worked in the Argentine as a foreman shepherd or capataz, 
eventually acquired an estancia of seventy-five square miles, 
and built himself a “superb mansion house at a cost of 
£8,000 sterling where he dispensed hospitalities on the bar- 
onial style of the Middle Ages.” * Irish shepherds founded 
dynasties on the Pampas, and Argentine blue blood is not 
infrequently a compound of the red blood of Irish shep- 
herds and the money from their sheep. 

It is impossible to measure the flow of British capital into 
Argentina in this epoch. The migration of men with energy 
and knowledge seems to have been more important than 
the migration of money to the River Plate. The British 


1See the present author’s article, “Investment and Trade between 
Britain and Argentina in the Nineteenth Century,” The Economic His- 
tory Review, Second Series, Vol. III, No. 2, 1950. 

2H. Gibson, The History and Present State of the Sheep-Breeding 
Industry in the Argentine Republic. (Buenos Aires, 1893), p. 50. 

3 Mulhall, op. cit., p. 409. 
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immigrants as well as the British commercial community in 
Buenos Aires tended to become indigenous, and during the 
regime of Rosas a fissure developed between the British 
interests in Argentina and the British merchants in London 
and Liverpool, the British diplomats, the doctrinaire free 
traders and the author-travellers who advocated “opening 
up” the River Plate to free trade and steam navigation. 
When Lord Aberdeen finally decided on a joint armed inter- 
vention with France in the affairs of the River Plate in 1845, 
Rosas would not declare war on Great Britain, and the 
British community in Buenos Aires petitioned the govern- 
ment in London to cease endeavouring to improve their pros- 
pects by arms.* Rosas, however, was shrewd enough to guess 
that they had no decisive influence upon British policy, for 
in 1844 he had started playing up to another British inter- 
est by offering to pay £1,000 a month to the holders of the 
loan of 1824. When the British intervention commenced 
Rosas suspended these payments, but he succeeded in creat- 
ing in the minds of the French that, when the British inter- 
vention was broken off, it was to obtain a little better than 
1% on the outstanding capital of the loan of 1824. 

The increase in pastoral production under Rosas laid a se- 
cure foundation for economic advance, and wool and tallow 
filled the gap in the export trade left by disruption of the 
mining economy of the interior and the failure of the mining 
enterprises of the period 1824-1829. Thus the productive and 
international commercial bases for fresh foreign investment 
were established. Equally important from the point of view 
of the British investors of a later date was the establishment 
during the Rosas period of an Anglo-Argentine community 
from which were drawn nearly all the successful entrepre- 
neurs and managers of the first period of successful invest- 
ment, 1862-1874. Commercial activity, sheepfarming, dealing 
in lands and estancias and dabbling in politics backstage, 
which such activities inevitably involved, created a fund of 
intimate knowledge of the practical requirements and possi- 


4J. F. Cady, Foreign Intervention in the Rio de la Plata, (Phila- 
delphia, 1929), p. 200. 
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bilities of Argentine society. It would be difficult to dis- 
cover a successful British enterprise of the 60’s and 70’s 
which did not have in key posts men who had started as mer- 
chants or landowners in the 40’s and early 50’s. George 
Drabble, who played a part in the formation of nearly every 
British enterprise of consequence during the 60’s and 70’s, 
was a merchant and landowner who came from Manchester 
in the late 40’s to look after the interests of the family firm 
of Drabble & Bros., exporters of cotton goods. John Fair, 
a director of numerous enterprises, was a second generation 
Anglo-Argentine merchant. Edward Lumb, the first chair- 
man of the Buenos Aires and Great Southern Railway Com- 
pany, had carried on a mercantile establishment in Buenos 
Aires for twenty years before he became a railway magnate. 
Frank Parish, one of the greatest chairmen of the Buenos 
Aires and Great Southern, was a son of the first British 
consul-general and was himself a consul-general before he 
left the consular service for business. The Central Argentine 
Railway was projected by William Wheelwright, an Ameri- 
can who had first come to South America as a skipper in 
sail, and the first British chairman had many years of com- 
mercial and governmental experience in the West Indies and 
in Uruguay before he became a railway director. Of them 
all Drabble was the most conspicuous for his talent, his imagi- 
nation, his knowledge of the country and his close-fisted ad- 
ministrative and financial ability. He played a leading role 
in the establishment of the Buenos Aires and Great Southern 
Railway, the Bank of London and the River Plate, the Buenos 
Aires Tramways, the Buenos Aires and Rosario Railway and 
the River Plate Fresh Meat Company. In addition he demon- 
strated how one man could own and manage successfully 
several estancias at once. Until a few weeks before his 
death in 1899 Drabble attended daily to his duties in the 
offices of the Bank of London and the River Plate in Moor- 
gate in the City.® 





5 The activities of these and many other Anglo-Argentine business 
men can be followed in the columns of Herapath’s Railway and Com- 
mercial Journal, The South American Journal, The Buenos Aires Stand- 
ard and The Bankers’ Magazine. 
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II 


The fall of General Rosas is rightly regarded as one of the 
turning points in Argentine history and in the history of 
foreign investment there. The new constitution of 1853 dedi- 
cated the state to economic progress. “Congress,” says the 
67th article, “shall have the power to provide for all that 
conduces to the prosperity of the country, to the advancement 
and welfare of all the provinces, and to the advancement of 
the people by prescribing plans for general and university 
instruction and by promoting industrial enterprise, immigra- 
tion, the construction of railways and navigable canals, the 
colonization of public lands, the introduction and establish- 
ment of new industries and the importation of foreign capi- 
tal.” Article 27 states that the “Federal Government shall 
be bound to strengthen commercial and peaceful relations of 
the Argentine nation with foreign countries.” 

These aspirations were by no means immediately realized. 
The decade 1852-1862 was one of much turmoil and many 
false starts. While the provinces, particularly Santa Fé and 
Entre Rios, had abandoned their opposition to foreign pene- 
tration (indeed, the revolution against Rosas had been initiat- 
ed there), the old antagonism between metropolis and hin- 
terland grew more acute as the provinces awakened from 
their slumbers. The province of Buenos Aires separated 
itself from the Confederation, and only the conquest of the 
national government by the army of the province of Buenos 
Aires in 1861 unified the state. The British government 
made a false start in pursuit of the Palmerstonian will-o’- 
the-wisp, free navigation of the Parana and the Uruguay. 
A treaty granting free passage up these rivers to British 
vessels was signed in 1853,° but in 1859 the British vice- 
consul at Rosario reported that the river route to Rosario de 
Santa Fé was a “difficult, tedious and expensive navigation,” 
and that Buenos Aires was a much better market and distri- 
buting centre.* The volume of Anglo-Argentine trade did 





6 Accounts and Papers, 1854, LXXII, p. 9. 
7 ibid., 1859, XXX, p. 4. 
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not, in fact, keep pace with the general expansion of Brit- 
ish commerce in the decade after the opening of the rivers 
to free navigation. 

The articles in the constitution could not make capital 
flow. The first railway, a short line in the suburbs of Buenos 
Aires, was organized in Argentina by a group of Argentine 
and British businessmen with the backing of the provincial 
government, and the capital raised locally was used to buy 
railway stores left over from the Crimean War. Although 
it was a financial success from the start, no capitalists came 
forward to undertake any project of serious dimensions. The 
government of the Confederation at Parana granted a Span- 
ish promoter, José Buscenthal, a concession to build a railway 
from Rosario to Cérdoba on the principle of a land grant plus 
tax exemptions. But no capitalists nibbled the bait. Buscen- 
thal, so the British Minister at Parana warned, “is a person 
with whom it is necessary to be extremely cautious.” ® In 
any case the projected railway would run from nowhere to 
nowhere across the nearly desert Pampas of Santa Fe. The 
plain fact is that the investors still had the gravest doubts 
about the Argentine Republic. Political discords, a record of 
unpaid foreign debts and a trade growing but slowly by the 
expansive standards of the 1850’s discouraged any invest- 
ment. 

Four events provided a foundation for the flow of capital 
which began in 1862. These were the resumption of pay- 
ments on the loan of 1824 by the province of Buenos Aires in 
1857, the defeat of the army of the Confederation and the 
unification of the state under the leadership of the politicians 
of Buenos Aires in 1861, the acceptance of the principle of a 
government guarantee of railway profits by the Law of Sep- 
tember 5th, 1862,° and finally the Law of November 16th, 
1863, governing the payment of public debts in sterling.'® 

Of these four events the first was probably the most im- 


8 Public Record Office (London), Foreign Office 6/196, Christie to 
Clarendon, October 29th, 1856. 

® Registro Oficial, No. 5668, iv, p. 473. 

10 jbid., No. 60438, v, pp. 108, 109. 
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portant factor in inducing a flow of British capital. Not only 
was it a positive proof of economic viability and political re- 
liability but the annual transfer of more than a £100,000 in 
interest and debt service charges from Argentina to Britain 
helped to make it possible for British investors to transfer 
funds back to the Argentine as fresh investments. 

In November, 1853, nearly two years after the battle 
which ended the career of General Rosas, the Committee of 
the Spanish American Bondholders requested the Foreign 
Secretary, Lord Clarendon, to assist them in collecting the 
money owing to the holders of the bonds of the loan of 1824. 
Lord Clarendon gave to their representative, Mr. James Giro, 
a letter of introduction to the government of the province of 
Buenos Aires, and he instructed the British vice-consul there, 
Mr. Frank Parish, to assist Mr. Giro in his mission."' In 
order to understand what happened subsequently it must be 
borne in mind that the debt was legally a debt of the govern- 
ment of the province of Buenos Aires, the direct successor of 
the old government of the United Provinces of the Rio de la 
Plata; it was not a debt of the Argentine Confederation. 
Likewise it is necessary to understand that in 1854 there 
was a government of the Argentine Confederation with its 
seat at Parana and a government of the province of Buenos 
Aires which refused to acknowledge the authority of the Con- 
federation and which, behaving like a sovereign state, had 
its hands on the richest source of public revenue, viz. the 
Customs Houses in Buenos Aires. The British Government 
recognized the government at Parana, but it kept in Buenos 
Aires a vice-consul who had access to the authorities of the 
province. 

The fact that Mr. Giro bore a letter from H.B.M. Secretary 
of State for Foreign Affairs appears to have made little im- 
pression on the government of Buenos Aires. Although the 
government boast that it had a surplus of 12,000,000 paper 
pesos, it paid no attention to Mr. Giro in 1854. In January, 
1855, Parish reported to the Foreign Office that “the impres- 


i1F, O. 6/187, Parish to Clarendon, January 31st, 1854. 
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sion remains on the minds of the Buenos Aires Government 
that the British Creditors can be worn out by incessantly 
temporizing with their case and that Her Majesty’s Govern- 
ment will deal with the claims as a commercial specula- 
tion... .”'* In February a new finance minister was ap- 
pointed, Senor Norberto de la Riestra who was, until he took 
office, a partner in the English firm of Nicholson, Green and 
Company of Liverpool. Parish greeted this appointment 
skeptically. “I have no grounds to lead your Lordship to ex- 
pect any substantial benefit from this new appointment... 
whatever liberal and correct commercial principles Senor 
Riestra may have learned from his connection with an Eng- 
lish mercantile house. . . .”'* Things did mend slightly, 
however. Senor de la Riestra acknowledged that the Buenos 
Aires government owed the money, but he asserted that the 
present was not the time to repay it. In November 1855, 
two years after Mr. Giro set out on his mission the govern- 
ment offered to pay one thousand pounds a month, or slightly 
more than 1% interest per annum, in addition to the one 
thousand pounds a month which was being paid under an 
arrangement made by General Rosas in 1849. 

At this sign of softening Parish thought it proper to at- 
tack. He addressed a severe Note to the government sup- 
porting Mr. Giro’s refusal to accept one thousand pounds a 
month.'t He pointed out to the government of Buenos Aires 
that they were investing in agricultural colonies and in a 
railway and that both these undertakings should be put 
aside in order to pay the British bondholders. 

Another year passed. In February, 1856, the foreign min- 
ister of Buenos Aires, a man of “very bad spirit” according 
Parish, accused the British government of rudeness and sym- 
pathy for the principle of dictatorship. This show of temper 
appears to have been a preparation for further yielding. In 
March, 1856, the Buenos Aires government proposed to Mr. 


12 F. Q. 6/189, Parish to Clarendon, January 30th, 1855. 

13 F, O. 6/189, Parish to Clarendon, February 19th, 1855. 

14 F. QO. 6/189, Parish to Clarendon, November 1st, 1855, and Novem- 
ber 22nd. 
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Giro that they repay the entire capital outstanding in increas- 
ing annual installments in sterling plus all the arrears of 
interest in bonds bearing no interest but negotiable for the 
payment of taxes and the purchase of public lands. In April, 
1856, the news reached Buenos Aires that a British minister 
with full powers had been appointed to take up residence at 
the seat of the government of the Argentine Confederation. 
This appears to have frightened the government in Buenos 
Aires.'* At the same time Lord Clarendon ‘‘got tough’; he 
ordered Parish to tell de la Riestra that the offer made by 
him was inadmissible because it involved abandoning a just 
claim to arrears of interest and to say “that H.M. Govern- 
ment would be perfectly justified in proceeding at once to 
the adoption of other and stronger measures for supporting 
and enforcing the rights of H.M. subjects.” In a private 
note to Parish there is a reference to coercion.'® Parish was 
advised, however, to speak privately to the Buenos Aires 
government in order to allow them to settle without losing 
face. 

At this stage it is difficult to discover what happened. 
Mr. James Giro returned to Britain after having apologized 
for insulting the Governor of Buenos Aires. The Bondhold- 
ers’ Committee agreed to hold out for 3% on the bonds 
issued to pay arrears of interest. Messrs. Baring were asked 
to conduct the further negotiations, and the Foreign Office 
dropped from the picture. In July, 1857, Mr. George H. 
White, a representative of Baring’s visited Buenos Aires 
and went into immediate conference with the government. 
On September 27th, 1857, he wrote to Christie, the British 
Minister to the Argentine Confederation: ‘‘The last mail 
brought me instructions from Messrs. Baring to settle the 
question of the loan on the best terms I could obtain, and 
you will be glad to learn that Mr. Riestra has made pro- 
posals for an arrangement which are certainly better than 
I had expected to obtain, and which I think will prove ac- 
ceptable to the Bondholders. I have therefore thought it 


15 F, QO. 6/192, Parish to Clarendon, April 2nd, 1856. 
16 F, O. 6/193, Clarendon to Parish, November 8th, 1856. 
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advisable to close with them at once, and I trust the affair 
may now be considered as virtually settled. Mr. Riestra 
speaks confidently of the favourable disposition of the 
Houses and does not anticipate any difficulty in carrying 
the measures. 

“His proposals are that the Bonds to be issued for the ar- 
rears shall bear interest as follows: 

-1861 @ 1865 — 1% 
1866 @ 1870 — 2% 
1871 and thereafter — 3% 

“The terms asked by the Bondholders were, as you will 
remember, that the interest beginning at 1% in 1861 should 
be increased 14% annually until it reached the maximum of 
3% in 1869. A comparison of the two plans shows a differ- 
ence in cash payment during the first ten years of about 
£97,000 in all, which is of no great importance as the great 
point of raising the rate of interest to 3% is conceded. 

“Mr. Riestra assured me that he did not intend to go so 
far when he stated to you on Ist June that the Government 
would make some improvement in the terms; but that the 
steady increase in the revenue, and other favourable circum- 
stances had induced the present proposals. I think he has 
acted honorably in the matter, and he was evidently pleased 
that the arrangement should take the form of a graceful 
concession from the Government. The measure is to be pre- 
sented to the Chamber with all possible despatch.’’!7 

The amounts involved were £977,000 on account of unpaid 
capital and £1,660,000 on account of arrears of interest.'§ 
Five years after the conclusion of these negotiations Sefor 
de la Riestra became the director resident in Buenos Aires 
of the Bank of London and the River Plate. 

In applying pressure to secure repayment of the loan of 
1824 the British government was seeking a particular end 
rather than the general subjection of the Argentine economy 
to British control. When it looked as if the Foreign Office 
was prepared to do the will of the investors in the River 


17 F. O. 6/201, White to Christie, September 27th 1857. 
18 Message of the Governor of Buenos Aires Province. 





ESTABLISHMENT OF THE BRITISH INVESTMENT 77 


Plate, the shareholders of the Banco Nacional, which had been 
closed by Rosas in 18386 and whose shareholders were pre- 
dominantly British subjects, revived their claims for com- 
pensation. Clarendon would hear nothing of their pleas for 
assistance. A clerk in the Foreign Office was instructed to 
write to the representative of the shareholders, a certain 
Lord de Manley, informing him that no support would be 
given because, it was frankly stated, the shareholders had 
received large dividends paid out of capital. If they wished 
redress they should seek it in the courts of the Argentine 
Republic.'® 

Following upon the settlement with the province of Buenos 
Aires the British Minister in the capital of the Argentine 
Confederation took up the claims of British subjects who 
had suffered seizures of property and damage to property 
during the civil wars. In January, 1858, he presented a Note 
to the government of the Confederation instancing 48 un- 
settled claims of which one had been outstanding since 1828.7° 
The government “adopting a healing and generous policy” 
signed a treaty with Great Britain *! by the terms of which 
a mixed commission was established to hear claims. In actual 
fact the claims did not amount to much in terms of the rela- 
tive resources of the community. 

Thus, a flow of income from Argentina to Britain was 
established in preparation for a flow of capital from Britain 
to Argentina. It is extremely difficult to determine from 
data presently available whether the British investment of 
capital in Argentina during the years 1862-1874 involved a 
positive diversion of British national income to Argentina 
for the development of the capital equipment of Argentina 
or whether the increase in British investment there during 
these years was simply the appropriation of a portion of the 
Argentine national income by British capitalists and its re- 
investment in Argentina. The argument of Parish that 
the government of Buenos Aires should stop investing in 


19 F, O. 6/191, Foreign Office to Lord de Manley, January 4th, 1855. 
20 F. O. 6/206, Christie to Clarendon, January 31st, 1858. 
21 Accounts and Papers, 1860, LXVIII, pp. 4 ff. 
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agricultural colonies and in the government-owned railway 
and should divert this investment to British creditors would 
seem to suggest that British capitalists were seeking to ap- 
propriate these surpluses and to determine their use. Un- 
doubtedly one effect of the agreement of 1857 was to divert 
a portion of the Argentine national income available for in- 
vestment to British capitalists, but it seems unlikely from 
available evidence that this was decisive in Anglo-Argentine 
economic relations. 


In the first place the total transfers to Britain during the 
years 1858-1874 on account of the loan of 1824 and the 
agreement of 1857 were only slightly in excess £1,800,000 
whereas the actual increase in the British investment in 
Argentina in state bonds, banks and joint stock enterprises 
during the years 1862-1874 was in the neighborhood of 
£20,000,000. Further, the diversion of income did not in 
fact stop either private or public investment by Argentine 
citizens or the Argentine state authorities in their own 
economy, although it probably diminished public investment 
somewhat. The question may be asked: why, then, did not 
the government of the province of Buenos Aires extend its 
own state railway system into the southern parts of the pro- 
vince instead of allowing a British company to build the 
Buenos Aires and Great Southern Railway, and why did not 
the National government or some Argentine company build 
the Central Argentine Railway across the northern Pampas? 
The present evidence suggests two answers. The first has 
to do with the magnitude and nature of the demand for capi- 
tal; the other with the demands upon state funds additional 
to any which were imposed by the agreement of 1857. The 
demand for capital appears to have been from the 1860’s on- 
ward greater than the internal supplies, and the nature of the 
demand was such that privately owned Argentine capital 
tended to flow into activities and forms of speculation with 
which Argentinos were best qualified by experience to under- 
take. In particular this meant investment in estancias and 
sheep farms and speculation in land. The demands upon the 
state revenues from 1860 onward were very great. 1861 
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was a year of civil war. Then followed the reorganization 
of the national government, and in 1865 war with Paraguay 
broke out. The Paraguayan War not only absorbed all the 
public revenues but ate up most of the loan of 1866 floated 
in London. Given the system of taxation in Argentina in 
which direct taxes were responsible for only a very small 
proportion of revenue, it is doubtful whether the national 
government could have financed a railway of serious dimen- 
sions from the current resources of the state and equally 
doubtful whether the relatively rich province of Buenos Aires 
could have done more than support the Ferrocarril Oeste. 
As it was, the province of Buenos Aires was compelled to 
borrow to finance extensions of the Oeste. 

The conclusion of the agreement of 1857, important as it 
was in creating “confidence’’ among investors in Britain, 
was not sufficient of itself to induce a flow of capital. Fur- 
ther institutional reorganization was required before invest- 
ment could be made. This came with the victory of the 
province of Buenos Aires over the Confederation at the battle 
of Pavén in September, 1861. The new National government 
was inspired in its policies by the leading politicians of 
Buenos Aires who had already interested themselves in lay- 
ing the bases for the importation of foreign capital. It set 
to work at once to realize such policies on a national scale, 
and it had the sense to see the best chance for this was to 
build railways not only in the richest province, Buenos Aires, 
but in the poorer provinces of the interior and between the 
rivers. 

To do this required capital, and capitalists would not in- 
vest in railways built through deserts no matter how many 
thousands of square leagues of desert might be offered as a 
bounty. To overcome this reluctance the Argentine govern- 
ment undertook boldly to guarantee the profits of the capi- 
talists and to exempt their undertakings from taxation. The 
Law of September 5th, 1862, assured investors a minimum 
profit of 7% and no interference with rates or fares 
until profits exceeded 15%. Freedom from taxation was 
guaranteed for a term of years. A ceiling of £6,000 a mile 





80 INTER-AMERICAN ECONOMIC AFFAIRS 


was placed on the guaranteed capital, and the state reserved 
the right to purchase railways built under the law at their 
original capital cost. 

The Law of November 16th, 1863, governing the payment 
of public debts guaranteed payment in sterling in London 
unless bonds of the public authorities specifically stated other- 
wise. The rate of payment, 651% shillings to the ounce of 
gold, meant that holders of Argentine sterling bonds would 
enjoy a premium and would always ask for gold at the rate 
established by the law. The law also established a public 
record of state debts entitled El Gran Libro de Rentas y 
Fundos Publicos in which all debts, to be legally valid, must 
be inscribed. All debts were declared to be charged on all 
the revenues of the state. A Caja de Amortizacién was set 
up. 


III 


In the summer of 1862 a notice appeared in The Banker’s 
Magazine. “An enterprise, to be called the London, Buenos 
Ayres and River Plate Bank (Limited) with a capital of 


£500,000 in 5,000 shares of £100 each, and a power to in- 
crease, has been announced. The deposit is to be £2 on 
application and £2 on allotment .. . the promoters say that 
‘they have the assurance of the representatives of these states 
that their respective governments would regard with favour 
the establishment of such an institution as a powerful means 
of contributing to the advancement of commercial relations 
with Great Britain’.” °? While the Bank of London and the 
River Plate was being launched another equally successful, 
important and enduring enterprise was being undertaken. 
In 1862 Mr. Edward Lumb, a prominent British merchant 
in Buenos Aires, obtained from the government of the pro- 
vince of Buenos Aires a concession to build a railway south 
and westward in the direction of the frontier. The next year 
the American promoter, William Wheelwright, obtained from 
the national government a concession to build a railway from 
Rosario to Cérdoba, and in London he formed an association 


22 The Bankers’ Magazine, xxii, 1862. 
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with the Brassey interests. With their assistance he suc- 
ceeded in establishing the Central Argentine Railway Com- 
pany. In 1866 Messrs. Baring floated a loan of £2,500,000 
for the national government in London. In October, 1870, 
the Buenos Aires Tramways Company ran their first tram- 
car. 

This is a sketch map of the pattern of British enterprise 
and investment in Argentina which was established in the 
years 1862-1874 and which endured without great change un- 
til World War II, although on a greatly increased scale and 
with some alteration in proportion. Government finance, 
railways, banking and public utilities were established fields 
of British investment by 1874. Here is a rough estimate of 
the British investment in state funds and joint stock enter- 
prises in 1875: 

TABLE 125 

Amount Proportion 

Invested of Total 
Banks ....... ; wi £1,600,000 6.9% 
Railways -_..... ca ; : 6,609,750 28.1 
TORUNWOYS . 65 aides 800,000 3.4 
Gas Works . 200,000 8 
Meat Factories 530,000 
Telegraphs 150,000 
Mines - 200,000 
Government Loans 12,970,000 


> 


Total 23,059,750 


The profits or interest on 80% of this investment were 
either payable directly by the national, provincial or munici- 
pal authorities in Argentina or were guaranteed by them. 
Dependence on the state for returns on capital was charac- 
teristic of this first phase of investment, but even before 
1870 there were signs of a willingness on the part of inves- 
tors to enter fields unsupported by the state. A tendency 
developed even in the protected field of railway enterprise to 
question the wisdom, from the investors’ point of view, of 
a close reliance on political authorities. Indeed, the most 


23 Compiled from data in Mulhall, op. cit., p. 592. 
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profitable undertaking, the Bank of London and the River 
Plate, was a “free” enterprise operating, of course, under 
charters from the national and provincial authorities but 
having no relationship with the state other than that im- 
plied in the civil and criminal laws of the country. Although 
the Buenos Aires and Great Southern Railway originally had 
its profits guaranteed by the province of Buenos Aires and 
received its right of way as a gift from the state together 
with guarantees of tax exemptions, the directors soon began 
to work towards emancipation from the state. By 1872 their 
only assistance from the state consisted of £500 a mile for 
extensions in lieu of grants of land for the right of way and 
tax exemptions.-* The unsatisfactory nature of guaranteed 
profits on a fixed capital was apparent enough to all con- 
cerned with the affairs of the Central Argentine Railway: 
the investors who found the government slow to pay guar- 
antees; the public who got poor service; and the government 
which was obliged during nine of the Central’s first ten years 
of operation to make up the difference between the actual 
earnings of the road and the amounts required to pay prof- 
its of 7%. The very large proportion of British capital 
invested in public funds is in some degree an indication of 
the extent to which investors were yet unwilling to under- 
take through the agency of private joint stock companies 
the provision of railway services in certain areas, harbour 
works and municipal services except tramways. The acti- 
vity of the Argentine authorities in the years 1862-1874 
was not based upon any belief in the virtues of state enter- 
prise. Quite the contrary, but they were compelled to pro- 
vide services which private investors either could not or 
would not provide. 

The distinguishing feature of the investment of the years 
1862-1874 was its profitability. During this period the out- 
standing success of several large enterprises, particularly 
the Bank of London and the River Plate and the Buenos 
Aires and Great Southern Railway, helped to dispel the 
skepticism about South American investments and contri- 


24 Herapath’s Railway and Commercial Journal, xxxiii, 1871, p. 477. 
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buted mightily to the heavy flow of capital into the Argentine 
in the 1880’s. The investment in public funds, except the 
bonds issued in lieu of arrears of interest on the loan of 
1824, bore 6% interest, and two provincial issues amounting 
to £525,000 paid 7%. Investors had been able to buy these 
bonds at prices varying from 72!% for the first half of the 
issue of 1866 to 8914 for an issue of £500,000 on behalf of 
the city of Buenos Aires and 92 for 7°¢ bonds of the province 
of Santa Fé. Interest of six and seven per cent on bonds 
having issue prices in ranges such as these meant that the 
return on Argentine bonds was better than double the yield 
from consols. In the case of the Bank of London and the 
River Plate stock in the company was unobtainable on the 
London Stock Exchange within less than four years of the 
commencement of operations.*°> In 6%4 years operation this 
enterprise returned 8714°% on the invested capital in addi- 
tion to creating out of annual surpluses a reserve fund of 
£100,000.2° In 1871 the dividend was 10%, in 1872 11% 
and in 1873 12%. The Buenos Aires and Great Southern 
covered its working expenses the first year of operations, 
and thereafter until 1877 paid anything from 4 to 9% per 
annum, and on the average better than 7%. The directors 
of Buenos Aires Tramways anticipated a profit of 40% per 
annum, and they were not far wrong. In the first 214 months 
of operation the company made 714% of its capital.27 By 
1874 it had raised its capital from £75,000 to £450,000 in a 
substantial part by re-investment of profits. That year it 
paid 12%. In 1875 Mulhall estimated that British invest- 
ment in Argentina constituted only 18% of all British in- 
vestment in South America but earned one-third of all the 
profits obtained there.** 

The success of these enterprises was due to a variety of 
factors some of which are outside the scope of discussion 
in a paper of this kind. Two general classes of factors can, 


25 The Banker’s Magazine, xxvi, 1866, p. 38. 
26 ibid., xxx, 1870, p. 34. ; 

27 Herapath’s, xxxiii, 1871, p. 192. 

28 Mulhall, op. cit., 519 ff. 
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however, be noted here. The first class relate to the inten- 
sity of demand for capital in Argentina in the 1860’s and 
1870’s in relation to the supplies available. In 1874 interest 
on short term loans in Buenos Aires was, for example, from 
12 to 18% depending on the credit rating of the borrower.” 
The shortage of capital was aggravated by the rapid incre- 
ment in land values during the decade 1862-1872 which at- 
tracted large sums of money into speculation in resources. 
The Buenos Aires Standard estimated that farm lands imme- 
diately outside the city of Buenos Aires increased in value 
from £20 per quadra (about four acres) to £1,000 per quadra 
during the ten years 1860-1870. With money attracted so 
strongly into short-term lending and into speculation, capital- 
ists willing to take a long view and capable of finding entre- 
preneurs capable of organizing technically complex enter- 
prises like railways were able to reap profits from the 
scarcity value of their services and from the early monopoly 
position they enjoyed in a field which the state was as yet 
ill-equipped and little disposed to regulate. The second class 
of factors relate to exceptionally able management in several 
instances, and especially in the cases of the Bank of London 
and the River Plate and the Buenos Aires and Great South- 
ern Railway. 

In both these enterprises the directors had large personal 
interests, and their objects were to make money from the 
operation, not the organization, of banks and railways. 
Drabble, the chairman of the board of the Bank of London 
and the River Plate, was believed to own a substantial pro- 
portion of the Bank’s stock, and, when he was not travelling 
in South America attending to his numerous business inter- 
ests there, he attended personally to the daily affairs and 
the minutest particulars of the head office in the City.*° 
Robertson, an early chairman of the Buenos Aires and Great 





29 The Banker’s Journal, xxxiv, 1874, p. 44. 

30 But in some instances not closely enough. On one occasion the 
secretary of the bank absconded with £110,000. The evidence at the 
trial reveals something of the personal attention given by the directors 
to their business. South American Journal, October 11th, 1883, and ff. 
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Southern, had £40,000 worth of stock in the Company.*} 
Another director, John Fair, once reported to the sharehold- 
ers on the condition of the roadbed of the railway after 
making a personal examination of its condition by riding on 
the cowcatcher of a locomotive for two hundred miles.*? 

Personal interest was in both cases translated into policy 
which looked after the shareholders’ interest. The directors 
of the Bank of London and the River Plate followed a policy 
of avoiding investment in real estate, mortgages and indus- 
trial enterprises. They concentrated their attention on short 
term loans on the security of goods on their way to market, 
the discounting of bills, the transferring of funds and the 
acceptance of deposits.** The position of the River Plate 
Bank was always highly liquid, and, as the experience of 
the difficult years after 1873 was to prove, it could rapidly 
adjust to changing conditions in the commercial world and 
in the economy as a whole. Another Anglo-Argentine bank, 
the Mercantile Bank of the River Plate, followed a differ- 
ent policy of investing in real estate and various joint stock 
enterprises. Although the Mercantile Bank paid higher divi- 
dends than the London and River Plate in 1873 and 1874, it 
was forced into liquidation during the difficult period after 
the passing of the boom. 

The directors of the Buenos Aires and Great Southern 
aimed at keeping capital and running costs low. They en- 
gaged contractors, the firm of Messrs. Peto and Company, 
to build the first 7214 miles of line from Buenos Aires to 
Chascomus, but thereafter they did their own building. Their 
first 7214 miles cost approximately £9,150 a mile to build 
and equip. The next major extension cost £7,000 a mile in- 
clusive of rolling stock and extensive alterations in their 
station in Buenos Aires. One short extension in the early 





31 Herapath’s, xxxiii, 1871, p. 598. 

32 ibid., xlv, 1883, p. 469. 

33 An annual balance sheet from a later period showed total assets 
of the bank to be £3,846,845 of which £977,756 were cash and £2,781,889 
were “Local bills discountable and receivable, current accounts and 
other securities. The Banker’s Magazine, xxxvi, p. 449. 
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1870’s was built for £5,000 a mile, and a few years later in 
the early 1880’s they built a major extension for £4,000 a 
mile. Conditions for railway building were generally favour- 
able, and the Pampas offered few engineering difficulties, 
but the costs incurred by the Southern on account of building 
were low compared with the average building cost in the 
Argentine at that time of £7,700 to £8,000 per mile. Some 
costs were as high as £18,000 a mile, and general costs in 
South America were around £12,000 a mile. Indian railways 
at this time were costing £18,000 a mile to build.*4 

The Buenos Aires and Great Southern had the advantage 
of being built through inhabited territory in one of the rich- 
est parts of the republic at a time when extensive pastoral 
exploitation was yielding to more intensive forms of land use. 
By 1875, the directors reported, hay and grain were the 
freight items showing the most marked expansion.*®* As a 
consequence receipts increased more rapidly with each exten- 
sion than the cost per train mile run. Thus, 


TABLE 236 
1867 1869 1871 
Miles of road aoe 71 71 88% 
Receipts per train 
mile in sterling _. 11-2% 11-11% 14-41% 
Expenses per train 
mile in sterling ____ 6-8 14 7-8% 
Profit per train 
mile in sterling . 48 6-3 % 6-3%4 5-11%4 7-11 


A satisfactory test of managerial efficiency is difficult to 
establish. Comparison with other lines suggests, however, 
that the Buenos Aires and Great Southern was well managed 
in this period. The most profitable British railway of the 
1870’s was the Taff Vale Railway which happened at that 
time to be closely comparable with the Buenos Aires and 
Great Southern in gross receipts and in capital structure. 
The Southern’s working expenses were 54.3% of the gross 


34L. H. Jenks, Migration of British Capital to 1875, (London, 1938), 
p. 222. 

35 Herapath’s, xxxvii, 1875, p. 500. 

36 Condensed from Herapath’s, xxxviii, 1877, p. 584. 
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receipts compared with 56.6°: in the case of the Taff Vale.** 
It is hard to see any factors other than managerial skill which 
could explain the slight advantage of the Southern. Indeed, 
the Southern would appear to have laboured under certain 
handicaps unknown to the Taff Vale. It imported all its fuel 
and repair parts, and part of the personnel particularly in 
the running trades were brought in from Europe and North 
America during this early period. 

The Central Argentine Railway, the third important Brit- 
ish enterprise founded in the period under discussion, pre- 
sented quite another picture. It was a true pioneer railway 
built not to meet an existing need but to create one. Its 
terminus at Rosario de Santa Fé on the Rio Parana was a 
mean town when the railway started building; its other 
terminus was the quiet old colonial city of Cérdoba. It 
crossed the underdeveloped and almost desert Pampas, about 
the potentialities of which there was much controversy and 
skepticism. Before he had taken up the concession, Wheel- 
wright had induced the national government to improve con- 
siderably upon the terms of the Law of September 5th, 1862. 
Not only were profits guaranteed but the ceiling on the guar- 
teed capital was raised from £6,000 a mile to £6,400 and a 
land subsidy was granted consisting of one league of land on 
each side of the right of way from a point one league from 
the station in Rosario to a point one league from the station 
in Cérdoba. An additional four square leagues elsewhere in 
the province were granted in lieu of land in the two terminal 
cities. The right to cut wood on public lands was also 
granted.** The railway was put into operation in 1870, but 
Oficial, v, No. 5899, p. 29 and No. 6020, pp. 88-89. 
in spite of the generosity of the concession the line gave little 
satisfaction to anyone. 

The line had been in operation little more than year when 
Argentine Senate passed a bill suspending guarantees on the 
grounds that the service was poor and the equipment inade- 
quate.*” The directors agreed with the senators to the ex- 


37 Herapath’s, xxxvi, 1874, p. 508. 
38 The concession and the law authorizing it are printed in Registro 
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tent of saying that the capital of the company was insuffi- 
cient but they further argued that the ceiling on guaranteed 
capital was too low and that a railway could not be properly 
built for £6,400 a mile.*° The best the Central could do 
without the assistance of the government was to pay 2% in 
1871. Small unspecified dividends were paid in the next 
three years, but in 1873 the government paid up the guar- 
antee while refusing to grant all the land it had promised. 
The land subsidy itself benefited the railway very little; at 
first the land was not easily saleable and, when it was be- 
coming so, the railway company transferred its holdings to 
the Central Argentine Land Company for a sum which did 
not likely exceed the relatively small capital of the land com- 
pany; about £100,000.*! While the evidence is too scanty for 
any definitive judgment, some of the episodes which got into 
print suggest that the directors of the Central were greedy, 
narrow-minded men who tended to believe that the railway, 
the public and the Argentine Government existed for the 
benefit of the investors. In 1874 the receipts of the Central 


were sufficient to pay a 514% dividend, and, thus encourag- 
ed, the directors got around the difficulty about capital by 
issuing 5% debentures the proceeds from which were used 
to buy such elementary necessities as fish plates and rolling 


stock.*2 But it was not until the 1880’s that the Central be- 


came a “good thing.” 

Thus by 1874 British investors had established an impor- 
tant stake in the increasingly productive economy of Argen- 
tina. British owned railways were established in two key 
productive areas of the Pampas in the north and in the south. 


39 Herapath’s, xxxiii, 1871, p. 1203. 

40 jbid., xxxv, 1873, p. 890. 

41 Until the death of Wheelwright in 1873 the company appears to 
have made a serious effort to colonize its lands. See a brief life of the 
Canadian land superintendent of the Central, J. J. Gschwind, Guillermo 
Perkins, Su Contribucién al Progreso Economico Argentina, (Rosario, 
1936), p. 27. 

42 Herapath’s, xxxvi, 1874, p. 568. The expenditures to be covered 
by the issue of debentures were discussed by the directors earlier, ibid, 
xxxv, 1873, p. 890. 
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London enjoyed at this stage a monopoly of Argentine state 
loans, and these loans were, after the close of the Paraguayan 
War, spent in increasing proportions upon genuine develop- 
mental projects which, if they were not always profitable, 
were nearly all useful contributions to the productive equip- 
ment of the community. The testing time of the investment 
of 1862-1874 came during the years of depression which in 
Argentina were most acute in 1876-1878. 





British Investments in Latin 


America, End of 1913 


By J. FRED RIPPY* 


British investments in Latin America did not reach their 
maximum at the eve of the first World War. They continued 
to expand until the close of the year 1931. But the number 
of enterprises financed by the British reached its peak by the 
end of 1913 or shortly thereafter; the average returns on 
their investment were probably the highest in their history 
in that year; and, because of two world wars, a global economic 
depression, and the flood of capital that flowed into the region 
from the United States after 1913, the relative position of 
British capitalists weakened.! 

The nominal total of British capital invested in Latin 
America at the end of 1913, according to the South American 
Journal, was £999,236,565: government bonds, £316,404,207; 
economic enterprises, £682,832,358, with £457,822,726 in rail- 
ways, £18,514,537 in banking, £15,363,230 in shipping, and 
£191,132,865 in miscellaneous investments. The editors of 
the Journal make no attempt to distribute this last sum among 


* Dr. Rippy is Professor of Latin American History at the University 
of Chicago. 

1 This analysis is based upon the following sources: The South Ameri- 
can Journal, Vol. 76 (February 28, 1914), pp, 284-285 et passim; Stock 
Exchange Year-Book (London) for 1913 and 1914; and Council of the 
Corporation of Foreign Bondholders, Annual Report for the years 1913 
and 1914. The second and third of these sources describe government 
securities under each country in alphabetical order and the third source 
describes the various British companies in alphabetical order under : 
number of classifications: railways, shipping, mining, petroleum, nitrate, 
gas, tramways, and so on. For this reason and because all three publica- 
tions have convenient indexes, specific citations to pages have not 
necessary. 
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the component subdivisions of the broad miscellaneous group, 
but there is no doubt that the major part of it was invested 
in public utilities, mining, nitrate, agricultural, pastoral, and 
forest lands, and urban real estate. The aggregate British 
capital in Latin America had increased by approximately 85 
per cent since the close of the year 1900 and the number of 
economic enterprises had at least doubled. Table 1 shows 
the distribution of the investment among the various countries 
and the average yield.” 
TABLE 1 
British Investments in Latin America, End of 1913: Distribution and 
Average Yields 
Country Nominal Capital Average Returns 
(millions of £) 
Pa oc ce icra 357.7 4.9% 
RN ih BA So et Se 223.8 4.8 
OR i 159.0 3.5 
TUN ee he ee aL 63.9 5.9 
ROMRMUNINR ecc 46.1 4.6 
eee ee 44.4 4.8 
2, REARS eae nee ee aD Le wi REESE 25.6 2.7 
NRUNNIIIINIA eo hava cae aoe eauaeae 10.4 1.4 
Venezuela _ 7.9 3.3 
CT Ee ee 6.6 4.0 
ORIN NNN cee he 6.6 3.4 
Honduras 5 3.1 nil 
Paraguay -.. : 2.9 1.9 
NON 85 ig cir a ee 2:7 5.0 
Ei Salvador: a 5 5.2 
RR oa a : : 50 
NI iss ee ea ae eest bs ‘ 4.0 
iP es a ' 13.4 
Shipping , 6.2 
PNR a a Cs : 4.7 


2 The editors of the South American Journal do not clearly state the 
method they used in arriving at their estimates. It is certain, however, 
that their figures represent nominal rather than actual capital and 
that they omit all firms trading no securities on the London Stock 
Exchange. Moreover, Panama, Haiti, and the Dominican Republic are 
not included in their calculations, although there were British invest- 
ments at this time in at least two of these three, namely, in the 
Dominican Republic and Panama. 
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British capitalists had investments in 1913 in the govern- 
ment bonds of 16 Latin-American nations, but their major 
investments in government securities were in the securities 
of Brazil, Argentina, Chile, Mexico, and Uruguay. Their in- 
vestment in government bonds exceeded their railway invest- 
ment, and even their investment in all economic enterprises, 
in seven different countries, but by only a small margin in 
five of the seven. In fact, less than a third of the aggregate 
capital was in government securities. Table 2 presents a 
comparative view of capital in government bonds and economic 
enterprises. 

The British investment in Latin-American railways rep- 
resented approximately 46 per cent of their total nominal 
investment in Latin America in 1913 and 64 per cent of their 
nominal aggregate in economic enterprises located in this 
region. It included capital in some 118 railroad organiza- 
tions, nearly all of them British controlled, in 16 countries :° 
Argentina, 19; Brazil, 18; Mexico, probably 20; Chile, 10; 
Uruguay, 11; Cuba, 5; Peru, 8 or 9; Guatemala, 1; Venezuela, 
4; Costa Rica, 1 or 2; Colombia, 11; Paraguay, 1; Ecuador, 2; 


El Salvador, 1; Bolivia, 3; Dominican Republic, 1. There 
were, in addition, two organizations of an international char- 
acter, a railway bridge across a river forming part of the 
boundary between Uruguay and Brazil and a railroad con- 
struction company.® British capitalists were dominant in the 
railway systems of Argentina, Uruguay, Colombia, and Peru. 
They also controlled Paraguay’s only common carrier and 


3 Table 2 is incomplete. The South Aixerican Journal failed to in- 
clude investments in Panama, Haiti, and the Dominican Republic, made 
no allowance for any economic enterprises except railways in Guate- 
mala, Colombia, Paraguay, Ecuador, and El Salvador, and included only 
government securities for Nicaragua and Honduras. The British at 
least had some capital in mining in Colombia and two or three of the 
Central American countries. 

4The British railroad investment was actually larger. The Journal 
lists the Peruvian Corporation, which owned 8 railroads in Peru, under 
miscellaneous investments and fails to include the Samana and Santiago 
Railway by omitting investments in the Dominican Republic. The total 
for railroads was probably around £477,000,000. 

5 See footnote 3. 





BRITISH INVESTMENTS IN LATIN AMERICA 


TABLE 2 
British Investments in Latin America, End of 1918: Distribution 
Between Government Bonds and Economic Enterprises 
(millions of £) 
In All 

Total In Govt. In Economic 
Country Investment Bonds Railways Enterprises 
Argentina i 81.5 215.0 276.1 
NN as , 117.3 52.3 106.5 
BI tia ete ta ate A e 28.5 103.7 130.4 
ON Bah nh + ‘ 34.6 20.4 29.2 
Uruguay é 25.5 15.3 20.5 
Se ee Cee r 9.6 25.8 34.7 
NN oa i LF 4 23.9 
EIN ccc ec ; 1.4 9.0 9.0 
"WOTCRNUCN sinc te ‘ 4.2 2.7 3.7 
TOON NON Se r 2.0 3.3 4.6 
REINER, a cra ‘ 3.3 3.2 2 
WN ae ; 3.1 a ge 
PRUNES (252 = , As 2.2 2.2 
NINN 2 as oh a = ; a 2.5 2.5 
E] Salvador . 8 ‘ 1.4 
ORME RN i ‘ 1.2 sy ee 
NEN Sco sah oo iS eae ae Sa A 
INN ee ad 18.5 ae oa 18.5 
Re oe ee 15.3 aan 15.4 
RAN ec Shake goed ne 8 999.2 316.4 457.8 682.8 


Bolivia’s outlets to the Pacific Ocean, and they occupied a 
strong position in Mexico, Brazil, Chile, Cuba, Venezuela, 
Costa Rica, and El Salvador, besides holding a heavy mortgage 
on the only common-carrier railway in Honduras and a large 
block of bonds issued by the International Railroads of Central 
America, a company controlled by investors in the United 
States. 

Although much smaller than their investment in railways, 
British capital in other economic enterprises was much more 
significant than a mere statement of their aggregate value 


6 The Antofagasta and Bolivia Railway, connecting the Chilean port 
of Antofagasta with the leading towns of Bolivia, is likewise interna- 
tional, but the Journal lists its capital under Chile, just as it lists the 
investment in the International Railroads of Central America under 
Guatemala. 
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might indicate.? These numbered around 500 at the close of 
the year 1913: 45 in shipping and port facilities of one kind 
or another; 112 public-utility organizations; 115 mining com- 
panies; 35 in the nitrate business; 23 or more extracting and 
distributing petroleum and its products; 77 in farming, 
ranching, urban real estate, and related activities; 27 in com- - 
mercial banking and other financial operations; 43 in manu- 
facturing and trading; and 12 in a reduced miscellaneous 
group. 

British capitalists were strongly entrenched in the Latin- 
American water-borne carrying trade. Their investment in 
shipping® included 20 oceanic lines engaged in Latin-American 
foreign trade, steamboats on Lake Titicaca and the Amazon, 
the Magdalena, and the Rio de la Plata, and facilities for 
handling maritime and fluvial cargo in 10 to 12 countries. 

Public utilities financed by capital from the United King- 
dom or Canada were operating in practically every country. 
British capitalists had investments in telephone exchanges in 
Argentina, Brazil, Chile, Uruguay, Colombia, Venezuela, Peru, 
and perhaps Ecuador and one or two other countries. They 
owned gasplants, waterworks, or sewer systems in Argentina, 
Brazil, Chile, Colombia, and Uruguay and had investments in 
public markets in Argentina, Brazil, and Costa Rica. British- 
financed electrical utilities—power stations, tramways, and 
lighting systems—were operating in 10 or more countries, but 


7™The total was £225,099,632, including £33,876,767 for banks and 
shipping; but the Peruvian Corporation’s investment in railroads— 
some £18 or £20 millions—should be subtracted from this sum. 

8 Statistics for the number of economic enterprises are based upon the 
Stock Exchange Year-Book for 1913 and 1914. The enterprises men- 
tioned in my summary analysis may not exactly correspond with those 
considered by the Journal in arriving at its estimates of capital; but 
I have omitted not only enterprises which had no securities listed on 
the London Stock Exchange but investment banks, insurance companies, 
and motion picture concerns which may have had small investments in 
Latin America at this time. The actual total of British-financed enter- 
prises, including railroads, may have amounted to 650, or even more. 

®The South American Journal’s estimate of £15,362,230 for shipping 
probably does not include all of the 45 organizations operating steam- 
boat lines and port facilities. 





BRITISH INVESTMENTS IN LATIN AMERICA 95 


mostly in Argentina, Brazil, and Mexico.’® Englishmen also 
owned several wireless stations and the submarine cable out- 
lets of most of the region." 

More than half of the some 115 mining enterprises financed 
by British capital were operating in Mexico and Colombia, 
46 in the first and 22 in the second. Seven were located in 
Peru, 6 in Chile, 1 in both Peru and Chile, 5 in Bolivia, 3 each 
in Uruguay and Venezuela, and 1 in Ecuador. Only 1 was 
operating in Argentina, but 9— evidently not included in the 
South American Journal’s calculations—were operating in the 
Central American states: Nicaragua, 4; Panama and E] Sal- 
vador 2 each; and Honduras 1.!* 

The British investment in the production of nitrates re- 
quires little comment. Capitalists of the United Kingdom 
had been dominant in the Chilean nitrate fields since Chile 
acquired them from Peru in the nearly 1880’s. Participation 
by other investors was of minor significance until after 1913. 

Although petroleum products had been marketed in Latin 
America for half a century, chiefly by the Standard Oil group, 
exploitation of the petroleum resources of the region itself, 
excepting Mexico and Peru, had scarcely begun by the end 
of 1913. At least 12 of the 23 ' or more petroleum organiza- 
tions financed by the British were operating in Mexico. Cuba 
and Peru had at least 3 each; 2 or more were operating in 
Venezuela and 1 or 2 in Ecuador; and the Royal Dutch-Shell 
combine was exploring, producing, or marketing in most of 
the countries. 

The boom in plantation rubber accounted for 22 of the 77 


10 British capitalists (including Canadian) had investments in more 
than 50 electrical enterprises. Their largest properties were in Rio de 
Janeiro, Sao Paulo, Buenos Aires, and Mexico City. 

11 Citizens of the United States owned the cable connections of several 
of the countries. See J. Fred Rippy, Latin America and the Industrial 
Age (New York, 1947), pp. 33-39, 250. 

12 The Mining Manual (London) for 1914 lists 144 companies but does 
not include some of the 115 enterprises listed by the Stock Exchange 
Year-Book. I assume the data in both manuals are for the end of the 
year 1913. 

18 Oil and Petroleum Manual (London) for 1914 lists some 30 com- 
panies that can be identified as operating in Latin America. 
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British-financed companies dealing with real estate. Among 
the other 55 were enterprises engaged in farming, ranching, 
extracting forest products or buying and selling rural and 
urban lands in Argentina, Brazil, Uruguay, Paraguay, Chile, 
Peru, Ecuador, Costa Rica, Guatemala, Mexico, and Cuba— 
26 of them in Argentina alone,’* 7 each in Brazil and Mexico, 
and 3 each in Uruguay, Chile, and Ecuador. 

British investments in financial institutions active in Latin 
America in 1913 embraced 11 commercial banking firms and 
16 trust. mortgage, loan, and investment companies.'® The 
commercial banks, which included the Bank of Montreal and 
the Royal Bank of Canada, were operating in practically all 
of the countries; the other financial organizations were con- 
centrated mainly in Brazil and the River Plate republics. 

Most of the 43 British-financed manufacturing and trading 
companies were engaged in manufacturing and processing,'® 
but they included important mercantile houses in Argentina, 
Brazil, and Chile. Packing houses and meat-extract plants 
in Argentina, Uruguay, and Brazil were prominent in the 
manufacturing group; but it also embraced many other activi- 
ties: breweries, grain mills, tanneries, textile mills, match 
factories, salt works, and tobacco factories; establishments 
turning out dyes, tanning materials, lumber, and other forest 
products; at least one cement plant; a jute mill; an enterprise 
making jewelry, glassware, cutlery, and silverware; and a 
large plant manufacturing metal products. Nearly all of the 
manufacturing enterprises were in seven countries: Argen- 
tina, Brazil, Chile, Uruguay, Peru, Mexico, and Cuba. 

Among the 12 enterprises in the reduced miscellaneous cate- 
gory were a loan to the Benedictine Order in Rio de Janeiro, 
bonds of a Mexican company to promote irrigation and agri- 


14In addition, 2 companies were operating in both Argentina and 
Chile and 1 in both Argentina and Paraguay. 

15T suspect that the South American Journal did not take account 
of these 16 in arriving at its total of £18,514,537 invested in banking. 

16 The list of trading companies with organizations in Latin America 
is probably far from complete. They cannot be identified from the 
descriptions in the manuals. But the capital involved was probably 
unimportant. 
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culture, a large corporation owning meat-extract factories and 
ranches in Argentina, a company engaged in pearl-fishing in 
Mexico, and 2 or 3 big engineering firms. The most important 
organizations in this group, however, were: The Peruvian 
Corporation, Limited, with capital in Peruvian and Bolivian 
railways, steamboats on Lake Titicaca, and lands in eastern 
Peru; the Ecuadorean Corporation, Limited, with a variety of 
investments in Ecuador; and the Cuba Company, a New Jer- 
sey Corporation owning railroads and sugar plantations in 
Cuba." 

As already pointed out at the beginning of this analysis, 
the rates of income on British investments in Latin America 
probably approached an all-time peak in 1913. Inspection of 
Table 1 will reveal that the rate of return on the aggregate 
nominal investment that year was 4.7 per cent. The highest 
yields came from the following countries: Chile, 5.9 per cent; 
El Salvador, 5.2; Ecuador and Nicaragua, 5 each; Argentina, 
4.9; Brazil and Cuba, each 4.8 per cent; and Uruguay, 4.6. 
The lowest returns were from Honduras, which failed to 
service its government securities, and from Guatemala and 
Paraguay. According to the South American Journal, British 
investors received no income from Honduras in 1913, 1.4 per 
cent from Guatemala, and 1.9 per cent from Paraguay. Only 
£82,229,183, or a little more than 8 per cent of the total nominal 
investment, failed to yield any returns, and nearly three- 
fourths of this “sour” investment was in railway securities, 
mainly those of Mexico, Brazil, and Guatemala. 

Income from government bonds averaged 4.4 per cent. 
Only two of the republics, Honduras and Guatemala, were in 
default; and, although both were in default on all of their 
issues, the aggregate principal outstanding, according to the 
South American Journal, was only £4,588,420. The best aver- 
age yields on the nominal investment in this category were as 
follows: El Salvador, 6 per cent; Peru, 5.3; Nicaragua, 5; 


17 British investors held a large block of its securities, and they also 
owned the major part of the bonds issued by the Cuban Ports Com- 
pany, an enterprise organized by Norman Davis, a citizen of the United 
States who made his fortune in Cuban speculations. 
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Chile and Cuba, 4.8 per cent each. Aside from Honduras and 
Guatemala, the lowest yields were paid by Paraguay and 
Venezuela, 3 per cent each, and Colombia, which paid 3.8 
per cent. Uruguay, however, paid only 3.9 per cent and 
Argentina 4.3. Practically all of the Latin-American issues 
were paying lower interest rates than the original contracts 
stipulated, most of the adjustments having been made since 
the financial troubles of the 1890’s. 

The average rate of return on railways was smaller than 
from government securities, 4.2 per cent as compared with 
4.4, and the average rate would have been still lower if the 
investment in the Peruvian railways, which probably yielded 
less than 1 per cent, were taken into account. An aggregate 
of £60,649,269 for railway capital, approximately 13 per cent 
of the total, paid no interest or dividends in 1913. Most of 
the investment yielding no returns was in Mexico, then in 
the midst of revolution. The rest was in seven other coun- 
tries, including Argentina, Colombia, and Uruguay as well as 
Guatemala and Brazil, already mentioned. The best rates of 
return on the nominal capital in railways came from the 


following countries: Chile, 5.6 per cent; Ecuador, 5.1; Cuba, 
4.9; Argentina, 4.8; Brazil and El] Salvador, 4.7 per cent 
each; Uruguay, 4.6. 


There is little doubt that this railway capital contained 
considerable water, although the exact amount has not been 
ascertained. If it was no more than 25 per cent, one might 
still conclude that the average of the returns from the British 
investment in Latin-American railways in 1913 was some- 
what less than extortionate. The highest dividends on ordi- 
nary shares seem to have been paid by the Antofagasta and 
Bolivia and the San Paulo railways, the first paying 11 per 
cent on £2 million and the second 14 per cent on £2.4 million. 
Their preferred shares paid 5 per cent each and their deben- 
tures from 4 to 5.5 per cent. Both were probably over- 
capitalized. The Samana and Santiago Railway, an enterprise 
not included in the South American Journal’s calculations, 
paid 10 per cent on its ordinary stock, 6 on its preference 
shares, and 3 on its debentures. Its total nominal capital, 
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however, was less than £500,000, compared with £10.1 million 
for the Antofagasta and Bolivia and £5.4 million for the San 
Paulo. 

The best yields for the year 1913 were returned by the 
shipping and banking companies and by enterprises listed by 
the Journal under its broad miscellaneous category. The aver- 
age yield for the nominal capital invested in shipping was 6.2 
per cent, as shown in Table 1. The return on the £18,514,537 
invested in commercial banks averaged 13.4 per cent. Two 
of these banks, the River Plate and the London and Brazilian, 
paid 20 per cent each. The British Bank of South America 
paid 17 per cent and the Anglo-South American paid 12. 
Yields on the nominal capital of the others were smaller but 
none failed to pay dividends. Among the broad miscellaneous 
group were numerous enterprises conspicuous for their high 
yields. The average was 5.5 per cent on the nominal capital, 
in spite of the fact that nearly £17 million, or more than 8 
per cent of the aggregate (mostly the capital of the Peruvian 
Corporation), brought no returns. The largest yields under 
this classification came from the following countries: Chile, 
11.1 per cent; Uruguay, 7.6; Argentina, 6.1; Brazil, 5.7. The 
nitrate companies, which will be examined shortly, accounted 
for the high return from Chile. Uruguay’s high average yield 
resulted from the dividends paid on the ordinary shares of 
three British enterprises: Pranges Estancia Company, 25 per 
cent on £120,000; Liebig’s Extract of Meat Company, 22.5 
per cent on £600,000; and Montevideo Waterworks Company, 
8 per cent on £850,000. The average returns from Argentina 
and Brazil were pushed up by dividends paid on the ordinary 
shares of such enterprises as those listed in Table 3. 

The rates of return mentioned thus far under the heading 
of banking, shipping, and miscellaneous seem modest when . 
compared with the yields of some of the nitrate companies 
active in Chile. The highest nitrate yields are listed in 
Table 4. 

Such dividends as these, even without allowing for inflated 
capitalization, may well have caused resentment in the coun- 
tries from which the profits were siphoned. With the excep- 
tion of the commercial banks and a few other enterprises, 
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TABLE 3 
Some High Yields from the Ordinary Shares of British Enterprises in 
Argentina and Brazil, 1913 

Nominal 
Company Capital Yield 
River Plate Trust, Loan, and Agency...» £500,000 20% 
River Plate Land and Farming...» 40,000 20 
Mortgage Co. oc the River Plate 200,000 18 
Forestal Land, Timber andd Railway__ ee 1,540,449 15 
River Plate and General Investment gre St 500,000 11 
New Zealand and River Plate Land Mortgage 350,000 10 
River Plate Electricity 150,000 10 
ee OS eee 160,050 
SUMNER NN i a 1,299,900 
Santa Fe Land as re Bi Na, aE 1,003,840 
Argentine Southern Lend. tees Bia lit a ee pera iasr Ls St Br 280,000 
Anglo-Argentine Tramways —_... aa 3,500,000 
Rio de J. Flour Mills and Granetics_ Patol 608,001 
a ea cr 546,265 
ROO UN cco pe a rts ee 30,000 
City of Santos Improvements. ites a a tt 625,000 
Sn PU I PR OS a a hah 275,000 

TABLE 4 
British Income from Ten Chilean Nitrate Companies, 1913 

Nominal 

Company Capital Yield 
(ord. shares) 

Liverpool gas aeeetaeae haat React £ 56,800 150% 
New Paccha and Jazpampa_ es teen paar 57,250 35 
a aa a eacttaesege ees 500,000 30 
ERR ee et 550,000 3f 
a NID cS a Te a 24,000 25 
a ek cI a ae a 70 %u 20 
NS a eee 6L.,000 20 
NN ts eeas eee 550,000 19 
Salar del Carmen oer bt Deca ate iat le iby 109,500 17.5 
Aguas Blancas __..... oe 210,000 15 
however, the exploitation v was : not confined to the Latin Ameri- 


cans. It involved traders and consumers in many other parts 
of the world.'§ 


18]T have not been able to find any data on the salaries and bonuses 
of the managerial groups. I have little doubt, however, that their re- 
wards were munificent. Such rewards for officials and directors have 
been an outstanding characteristic of the age of the joint-stock com- 
pany and the corporation. 








